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DECLARATORY JUDGMENT IN CERTAIN CASES 
INVOLVING PUBLIC UTILITIES 

TEUBSDAT, AtlOTTST 2, 1979 

HOUSE OF REPRESENTATIVES, 
SUBCOMMITTEE ON ADMINISTRATIVE LAW AND 

GOVERNMENTAL KELATIONS OF THE 
COMMITTEE ON THE JUDICIART, 

Washington, D.C. 
The subcommittee met, pursuant to notice, at 10 a.m., in room 2226, 

Rayburn House Office Building, Hon. George E. Danielson (chairman 
of the subcommittee) presiding. 

Present: Representatives Danielson, Barnes, McClory, Kindness, and 
Moorhead. 

Also present: William P. Shattuck, counsel; James H. Lauer, Jr., 
assistant counsel; Janet Potts, assistant counsel; Alan F. Coffey, Jr., 
associate counsel; Florence McGrady, clerk. 

Mr. DANIELSON. The hour of 10 o'clock having arrived, we will com- 
mence hearings on the bill H.R. 229 to amend title 28 of the United 
States Code in order to provide for declaratory judgment in certain 
cases involving public utilities. I am glad to see we have a pretty good 
turnout of people today. 

I want the record to reflect that I introduced this bill at the sugges- 
tion of representatives of the Pacific Telephone Co. in the 95th and 96th 
Congresses. The bill addresses what appears to me to be a very impor- 
tant and critical situation in bringing about peace and harmonv and 
good economics in the regulation of utilities and application of laws 
to them. 

So, we have invited a number of interested groups to appear, in fact 
all of who have an interest and who have something to help us make 
a decision on the matter. Publicity has been given to the existence of 
the bill and the proposed hearings and anyone who has some advice to 
give us on the matter is invited, of course in keeping with the fact we 
insist on conciseness and brevitv and keeping to the point. 

[A copy of H.R. 229 follows:] 
(1) 



96TH CONGRESS 
IST SESSION H. R. 229 

To amend title 28, United States Code, to provide for a declaratory judgment in 
certain cases involving public utilities. 

m THE HOUSE OF REPRESENTATIVES 

JANUARY 16, 1979 

Mr. DANIBLSON introduced the following bill, which was referred to the 
Committee on the Judiciary 

A BILL 
To amend title 28, United States Code, to provide for a declar- 

atory judgment in certain cases involving public utilities. 

1 Be it enacted by the Senate and House of Representa- 

2 lives of the United States of America in Congress assembled, 

3 That  section  2201  of  title  28,  United  States  Code,  is 

4 amended— 

6 (1) by striking out ", except with respect to Fed- 

6 eral taxes,"; and 

7 (2) by adding at the end thereof the following new 

8 sentence: "No court may make any such declaration in 



2 

1 a case regarding Federal taxes, except as provided in 

2 section 2202.". 

3 SEC. 2. (a) Chapter 151 of title 28, United States Code, 

4 is amended by redesignating section 2202 as section 2203' 

5 and by inserting immediately after section 2201 the following 

6 new section: 

7 "§ 2202. Certain tax controversies 

8 "(a) A court shall issue a declaratory judgment, as pro- 

9 vided in section 2201, in a case of actual controversy be- 

10 tween a public utility and either the Secretary of the Treas- 

11 ury or a ratemaking body, with respect to the ratemaking or 

12 accounting provisions of section 146(0, 167fl), or 167(m) of 

13 the Internal Revenue Code of 1954. In any such case the 

14 pleading for a declaratory judgment may be filed only by the 

15 public utility or by the ratemaking body, as the case may be. 

16 In any such case between a public utility and a ratemaking 

17 body, the Secretary of the Treasury shall be joined as a party 

18 in the action. In any such case between a public utility and 

19 the Secretary of the Treasury, the ratemaking body con- 

20 cemed shall be joined as a party in the action. 

21 "(b) No court may issue a declaratory judgment in a 

22 case, as provided in subsection (a), unless the court deter- 

23 mines that the public utility in the case has obtained a ruling 

24 from the Secretary of the Treasury with respect to the con- 

25 troversy, has requested such a ruling and the Secretary of 
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1 the Treasury has failed to issue such a ruling within 180 

2 days after the date on which such request was made. 

3 "(c) For purposes of this section, the term 'ratemaking 

4 body', when used with respect to a public utility, means a 

5 State or political subdivision thereof, any agency or instru- 

6 mentality of the United States, or a public service or public 

7 utility commission or other similar body of any State or polit- 

8 ical subdivision thereof, which establishes or approves rates 

9 chargeable by such public utility.". 

10 (b) The chapter analysis of chapter 151 of title 28, 

11 United States Code, is amended by striking out the item re- 

12 lating to section 2202 and by inserting in Ueu thereof the 

13 following: 

"2202. Certain tax controversies. 
"2203. Further relief.". 



Mr. DANIELSON. We have with us today from the Department of 
Justice, Hon. M. Carr Ferguson, Assistant Attorney General, Tax 
Division. 

While you are taking your seat, we also have a witness from Bell 
Telephone Co., from the California Public Utilities Commission, an- 
other from the National Association of Regulatory Commissions, 
and the People's Counsel of the District of Columbia. I cannot 
guarantee we will get to all these people, but we will tir. 

One last caveat. We are operatmg in the House under severe time 
constraints. I do hope that each and all of the witnesses will make 
their points succinctly. You need not worry about hurting our feel- 
ings, just go ahead and say what you want. 

Mr. Ferguson. 

TESTIMONY OP M. CARR FERGUSON, ASSISTANT ATTORNEY 
GENERAL, TAX DIVISION, DEPARTMENT OP JUSTICE 

Mr. FERGUSON. I do have a short written statement which I would 
like to submit for the record. 

Mr. DANIELSON. Without objection, Mr. Ferguson's statement will 
be received in the record in its entirety. It is received. Sir, you are 
free to proceed. 

[The information follows:] 

STATEMENT OF M. CABB FERGUSON, ASSISTANT ATTOBNEY GENBBAL, TAX DIVISION 

Mr. Chairman, I am pleased to present the views of the Department of Jus- 
tice on H.R. 229, a bill to amend title 28, United States Code, to provide for a 
court to issue a declaratory judgment in certain cases Involving public utilities. 

Under present law, Federal district courts generally do not have jurisdiction 
to Issue declaratory judgments with respect to tax disputes. This long-standing 
jwllcy Is embodied in the tax exception to the Declaratory Judgment Act, 28 
U.S.C. section 2201. Its purpose Is to minimize judicial Interference In the 
assessment and collection of taxes. 

The only statutory exception to the bar on declaratory judgments as to 
federal tax disputes in the federal district courts Is contained In 26 U.S.C. 
section 7428. This provision permits the district court for the District of Colum- 
bia (and the Tax Court and Court of Claims) to Issue declaratory judgments 
relating to tax status determinations under sections 501(c)(3), 509(a) and 
4942( j) (3) of the Internal Revenue C«de of 1964. 

H.R. 229 would amend title 28 of the United States Code by enacting a new 
section 2202, which wou'.d authorize any Federal court to issue a declaratory 
judgment In a case of actual controversy between a utility and either the Secre- 
tary of the Treasury or a ratemaking body, with respect to the ratemaklng or 
accounting provisions of section 46(f), 167(1), or 167(m) of the Internal Revenue 
Code of 1954. In the event a utility obtains a ruling from the Secretary of the 
Treasury as to the tax controversy (or the Secretary fails to Issue a ruling with- 
in 180 days), the utility or the ratemaklng body can bring suit seeking a judicial 
declaration as to that controversy. If such a proceeding is Instituted, the utility, 
the ratemaking body and the Secretary would all be joined as parties. 

The statutory provisions of the code which may be the subject of declaratory 
actions were enacted into law in 1969 (sections 167(1) and (m)) and 1971 (sec- 
tion 46(f)). These provisions relate to utilities' entitlement to the benefits of 
accelerated depreciation and the investment tax credit, respectively. Without 
detailing the background and reasons for their enactment. It is sufficient to note 
that Congress conditioned certain public utilities' entitlement to those benefits 
upon their adopting "normalization accounting" for ratemaklng purposes. If the 
ratemaklng body exercising regulatory authority over a particular utility's rates 
authorized or directed some other method of accounting, the utility would lose 
those tax benefits. Loss of these benefits would, of course, result In an Increase 
in the utility's Federal tax liability. 



6 

Under -present law, the determination whether a particular rate order satisfies 
the normalization requirements must await an Internal Revenue Service audit of 
the affected utility's income tax return. If the Service determines that the rate 
order violates the normalization rules, it will adjust the utility's tax liability to 
reflect a disallowance of accelerated depreciation or investment credits. The utility 
may contest that determination in the Tax Court prior to payment, or pay any 
resulting tax assessment and file suit for a refund in either a federal district 
court or the Court of Claims. As a consequence, there is often a significant time 
lag between implementation of the rate order and a final judicial determination 
of its tax significance. Tlie clear intent of H.R. 229 is, of course, to provide a more 
timely judicial determination of the tax issues presented by a rate order. 

While we appreciate the difl^culties a utility can face when there is uncertainty 
about the tax effect of a rate order, there are strong public policy arguments 
supporting the limitations on the availability of declaratory judgements. Accord- 
ingly, we are generally reluctant to endorse any legislation that will lower the 
bar to declaratory actions involving Federal tax matters, absent a clear and 
convincing case that such legislation is necessary and would achieve its purpose. 

We are not certain at this time that such a shon'ing has been made in the case 
of H.R. 229, and are not confident that the proposed declaratory remedy cures 
the problems now facing the regulators and the utilities. We are not entirely sure 
that the proposed declaratory remedy will meaningfully accelerate the determina- 
tion of tax liability, or be utilized by either the utilities or the regulators. Under 
the bill as presently drafted, regulatory agencies might well place rates into 
effect before declaratory proceedings, which could be protracted, have been con- 
cluded. If the regulators do permit the rates to go Into effect prior to the declara- 
tory judgment being issued, the utilities will be in effectively the same position 
they would have been in even without the proposed legislation. 

Of course, amending H.R. 229 to authorize the Federal court hearing the de- 
claratory action to stay rate orders pending its decision would avoid such a 
possibility. But any proposal granting the Federal court such a power poses yet 
another set of problems. Under time-honored Federal policies codified in the 
Johnson Act, 28 U.S.C. section 1341, the Federal courts have been directed not 
to intervene in local rate cases except under certain exceptional circumstances. 
It would appear that the tax matters here do not generally fall within the areas 
now exempted from the Johnson Act bar. Thus, any amendment to the present 
proposal to permit the issuance of a stay might w«ll seriously undermine the 
Johnson Act policies. Without more information as to the reaction local regula- 
tors might have as to the creation of such a new exception to these Federal 
polices, we are somewhat loath to endorse such an amendment. 

Further, we are not confident that the affected utilities and regulators would 
actually employ the newly created procedures proposed by H.R. 229, or whether 
this legislation might in the end stimulate an undue amount of litigation. In the 
latter case, both the utilities and the regulators might wish the assurance of a 
judicially determined tax outcome l)efore a rate order is placed into effect. The 
existence of a declaratory action therefore might invite ratemaking bodies to 
test the outer limits of the normalization requirements, with a burdensome num- 
ber of declaratory actions the result. 

On the other band, there is a real possibility that either the utilities or the 
regulators (or both) might be unwilling to suffer the ratemaking delay a de- 
claratory action would inevitably entail. In this ca.se the legislation would be 
essentially a dead letter. Again, until we know more about the utilities' and the 
regulators' view of the proposed legislation, as well as third parties who might 
claim an interest in the matter, we are reluctant to express a fixed opinion. 

In sum, while we appreciate the problem the bill purports to address, we have 
various reservations regarding the bill. Accordingly, we prefer at this time to 
withhold making a recommendation concerning enactment of this legislation 
until the dominant parties, the various ratemaking bodies and public utilities 
throughout the nation, have analyzed the impact of the bill upon them, and until 
its ramifications with respect to effective tax administration have l>een fully 
explored. 

The Department of Justice therefore reserves judgment concerning whether 
this bill should l>e enacted until we have bad an opportunity to hear and evaluate 
the responses of the above parties. 

Mr. FERGUSON. Thank you, Mr. Chairman. 
Rather than read the statement, I will try to summarize its contents 

very briefly, having in mind the subcommittee's very busy day. 



The Department of Justice recognizes that the public utilities and 
indeed their regulating agencies have a severe problem in trying to 
operate in the face of a number of imponderables, one of which is the 
Internal Revenue Code, which can so drastically affect the tax con- 
sequences to the utilities. 

The principal concern, I believe, of the utilities in California which 
have suggested the necessity of this provision has to do with the invest- 
ment credit and accelerated depreciation provisions of the Internal 
Revenue Code. Particularly at issue are the requirements in those pro- 
visions for qualifications for the tax dispensations they articulate, that 
the method of determining utility rates be calculated with respect to 
the availability of the tax credit and the tax benefits from accelerated 
depreciation by what is referred to in the code as normalization, or 
spreading out the effect of the tax benefits over the life of the assets 
which have earned the tax benefits. 

Mr. DANTELSON. If the gentleman will yield for a moment. I want to 
inform the committee members present that the vote which has just 
been noticed is to pass upon whether or not we approve yesterday's 
hearings. If you want to leave to approve that vote! will leave that to 
the discretion of everyone. 

You may proceed. 
Mr. FERGUSON. Under the time-honored principles, the Federal courts 

are prohibited from intervening in rate cases except in extraordinary 
circumstances. I think there is good reason for this. Just as the Internal 
Revenue Code prohibition on injunctions against tax collection are de- 
signed to permit regular and speedy assessment and collection of our 
revenues, so the nonintervention of the Federal courts in rate matters 
is, except in extraordinary situations, necessary to effect speedy setting 
of rates. There are a number of imponderables which go into the setting 
of rates. We must submit, until we have heard from representatives of 
regulatory agencies, we hesitate to say that the tax impact of the provi- 
sions which I just very briefly described are of such an extraordinary 
nature that the intervention by the Federal court system would seem 
appropriate in the setting of rates. 

Now. there is a countervailing, or I should say a supporting, con- 
cern of the Department, and that is the general undesirability of pro- 
liferating declaratory judgment proceedings. The objection to these 
proceedings which Congress has shown historically in the case of tax 
determinations, I think springs from a concern which is akin to the 
general aversion to injunctions with respect to assessment and collec- 
tion : that is, the inappropriateness in most cases of deciding tax issues 
before the fact, especially since there is a well-developed administra- 
tive rulings procedure in the Revenue Service for issuing advance rul- 
ings as to how the Revenue Service will react. That procedure is ad- 
ministrative and of course subject to subsequent review. We suggest 
the time for that review in most cases is after the transaction has been 
carried out, a return has been filed, and an orderly examination of the 
return has been made and an opportunity exists to sift out the i.ssues 
between the parties, and then to litigate with respect to either an 
alleged overpayment or with respect to an alleged deficiency owing. 

Departures from those traditional methods of litigation have been 
few. It is true that in the last several years. Congress usually, at the 
instance of Ways and Means rather than Judiciary, has expanded the 
numbers of exceptions where declaratory judgment proceedings have 
been permitted, and I refer to some of those in our formal statement. 
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The experience in the few years since the courts have been faced with 
these declaratory judgment proceedings seems to lie confirming our 
concerns about declaratory judgments. Namely, if you can litigate be- 
fore the fact, there is a tendency for taxpayers to push up agamst the 
very boundaries of what is permissible to try to explore just how far 
they can design transactions to avoid tax impact, and second, the 
amount of litigation is expanded to the extent that the courts are bur- 
dened with effectively acting as administrators as much as judges. 

I think there are circumstances where departures from the general 
aversion to declaratory judgments have always in a good cause, and 
certainly in at least one of those cases, the declaratory judgment re- 
viewing negative rulings with respect to section 367 of the IRS Code, 
it is almost mandatory for the courts to do this if a transaction is to go 
forward at all. 

But the burden has been significant. For example, while the Tax 
Court has annual filings in the neighborhood of 10,! 00 cases a year and 
there are only 16 judges, the burden is manageable with respect to cases 
involving actual deficiencies in transactions that are closed because 
most of those cases can be settled. 

With respect to declaratory judgments, because the transaction is in 
the future and because the dispute involves the application usually of 
new legal principles or complicated principles to novel sets of facts, 
the issues are almost never resolved without a full hearing, after which 
court is required to write an opinion. 

I am told by the Chief Judge of the Tax Court that within the last 
year, virtually the full time of 1 of the 16 judges was absorbed by 
the new declaratory judgment procedures. One out of sixteen is a 
substantial incursion on the court's time, and I would submit that the 
declaratory judgment procedures in the district courts will gradually 
have the same kind of burdensome effect. 

Therefore, we are very slow to support declaratory judgment in- 
novations. We do recognize that in the case to which H.R. 229 is ad- 
dressed, there are good arguments and reasons why this situation 
might be so exacerbated that Congress would be justified in moving 
once again in this direction. But we do feel before a final position can 
be recommended by the administration to Congress, that we should 
hear, not only from the regulated utilities, but from spokesmen for 
some of the commissions wnose responsibilities it is to set rates. 

That is really all I have to say in my statement. I will be very 
pleased to answer any questions. 

Mr. DANIEUSON. Thank you very much, Mr. Ferguson. My colleagues 
will be back very shortly. They are complying with the rollcall request. 

You have stated in your final comment that before a final position 
is recommended by the administration, you feel you ought to hear the 
opinions of interested persons in the regulatory agencies, et cetera. 

Mr. FERGUSON. Yes, sir. 
Mr. DANIELSON. I certainly have no quarrel with that. I do want to 

impress upon the Department of Justice, if I can, that I feel maybe 
you should make a departure from normal procedures here and get a 
prompt expression of opinion. It has been my experience these things 
can drag for months and years, and meanwhile, the patient is lan- 
guishing in an unacceptabk position. I think to be responsible, we 
should come to our answer as quickly as possible. I do not deny we 
need the answer, but I hope I can build a fire under all those who wish 
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to express themselves and have them provide us and the administra- 
tion with all the information possible so that we can resolve this as 
quickly as possible. 

The gentleman also mentioned this might result in an incursion on 
the time of our district courts, as it apparently has on the time of the 
tax courts. 

That is a serious situation, but I submit it is the proper function of 
the courts to resolve cases and controversies, and I do not know why 
we should deny any of our citizens relief when it is needed when it 
means simply that the judges will have to work a little harder. 

Mr. FERGUSON. That goes, Mr. Chairman, to the kind of relief. One 
of the primary reasons for the bill, I take it, is that it is hoped that 
speedier relief will be provided than would be provided by the tradi- 
tional forms of tax litigation. 

Mr. DANIELSON. That is correct. 
Mr. FERGUSON. I think that is a point we will be examining very 

closely. Our concern is that the time required to resolve a tax issue 
in the posture of a declaratory iudgment action, having in mind 
appeals, either by the utility or the commissioner, might very well 
approxmiate the time required already to resolve it, save for the 
additional year or 2 years required for filing the first return under 
the system and having it audited and processed. 

Given the delays m the ninth circuit now, we estimate the time 
required will be close to 5 years. 

Mr. DANIEI;8ON. I think it is closer to 3 years and three-quarters. 
I've talked to the chief judge of the ninth circuit, and he tells me 
they should have the cases pending under control in less than 4 years. 

Mr. FERGUSON. I was counting tnc district court time as well. 
Mr. DANIELSON. I do not quarrel with anything you have said. 

You have been most helpful, and in case it is not apparent, although 
I think it is, I want to assure everybody that I have a totally blank 
mind on this subject and will approach it as fairly as I can, and 1 
know my colleagues will also. 

Mr. FERGUSON. Thank you, Mr. Chairman. 
Mr. DANIELSON. One other point concerns me. Long ago, I did try 

quite a few lawsuits, many involving taxes. And I kno"- that tradi- 
tionally, a citizen was required to file his return, pay his taxes, and 
then sue for a refund. That is fine when you are talting about taxes 
of the magnitude of my own, but when you get into taxes of a public 
utility, you cannot ignore that the vast amount of money being im- 
mobilized is unacceptable. We have to work out a better solution. I 
will lean on you, sir, for all the help you can give us. 

Mr. FERGUSON. Mr. Danielson, we will certainly study the testi- 
mony adduced before your subcommittee very carefully. 

Mr. DANIELSON. YOU will have no trouble getting any copies of 
things we receive. Maybe we will become well acquainted. 

[The following letter was submitted for inclusion in the record:] 
U.S. DEPARTMENT OF JUSTICE. 

ASSISTANT ATTORNEY GENERAL LEGISLATIVE AFFAIRS, 
Washington, D.C., Septemher JZ, 1979. 

Hon. QEOROE E. DANIELSON, 
Chairman, Subcommittee on Administrative Law and Governmental Relaticms, 

Committee on the Judiciary, House of Representatives, "Washington, B.C. 
DEAR MR. CHAIRMAN : In testimony before your subcommittee on August 2, 

1979, M. Carr Ferguson, Assistant Attorney General. Tax Division, reserved judg- 
ment on H.R. 229, a bill which amends Title 28, United States Code, to authorize 
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the issuance of declaratory judgments in certain cases Involving public utilities, 
until the dominant parties, the various ratemaking bodies and public utilities, 
could present their views, and until we had an opportunity to analyze its impact 
on effective tax administratiou. 

His testimony emphasized the Justice Department's strong support of the long- 
standing bar on declaratory judgments in tax disputes. Accordingly, we were 
relucant to endorse any proposal, such as H.R. 229, which would provide an ex- 
ception to this Important principle, absent a clear and convincing showing that 
the proposal was necessary. In accordance with your request that we come to 
an early decision whether we would .support the bill, we have given careful con- 
sideration to the information garnered by your hearings, and have come to the 
conclusion that we cannot supiKirt this bill. 

To begin with, we would note that the only instances In which Congress has 
heretofore permitted the maintenance of declaratory actions with respect to Fed- 
eral taxes were tho.se in which declaratory actions represented the only practical 
means of securing judicial review of the Internal Revenue Service's position on 
a tax Issue. 

That clearly is not the case with respect to the normalization Issues here. 
Rather, as is the case with virtually all taxpayers, utilities can adopt (or their 
regulators can require them to adopt) whatever accounting techniques they be- 
lieve best serve their interests. If the Internal Revenue Service determines that 
those techniques do not satisfy the requirements of the Internal Revenue Code, 
the utilities and regulators are not legally or practically Iwrred from adopting 
the accounting techniques. Rather, in distinct contrast to the situations as to 
which tax declaratory judgments are now available, they may follow whatever 
course they desire, and any contrary position adopted by the Internal Revenue 
Service may be challenged In an appropriate deficiency or refund action. 

Nonetheless, we deem it unliliely that matters will often come to such a pass 
In the case of the normalization Issues concerned here. As Is Indicated by the 
Pacific Telephone case, the Internal Revenue Service, through Its ruling process, 
Is willing to give utilities (and regulators) advice as to the tax consequences of 
various rate orders prior to the time those rate orders are placed into effect. If 
the utilities, regulators or the State courts which review the rate order deem 
that advice well founded, the rate order can be amended. If, on the other hand, 
they believe that their own interpretation of the code requirements is valid, they 
can choose to disregard it. 

History would seem to indicate that either the utilities and regulators have 
chosen to follow the Internal Revenue Service's interpretation of the code re- 
quirements or. If they have chosen to adopt another path, they have convinced the 
Service that such a course is statutorily permissible. Prior to the California tele- 
phone company case.s, all normalization issues had apparently been satisfactorily 
resolved at the administrative level. And, as yet, there has not been the rush by 
other regulators to follow California's lead in this area, which we had initially 
feared. Thus, apart from the California cases, the normalization requirements 
remain a relatively controversy-free part of the code. We doubt If that trouble- 
free record could be maintained If H.R. 229 Is enacted. Rather, we fear that H.R. 
229 would bring in its wake a substantial tide of law suits seeking to test the 
boundaries of the law. 

Accordingly, we do not believe that the evidence cited by those who support 
the bill establishes that there is a wide-spread problem that requires a declara- 
tory solution, or that a declaratory action is the appropriate method to solve 
whatever problem exists. 

Our opposition to the present bill is. however, motivated by more than our 
belief that it does not fit the pattern of the exceptions previously enacted or that 
it might engender additional litigation. In our view, passage of H.R. 229 would 
create a dangerous precedent. If utilities are afforded declaratory relief regard- 
ing compliance of a rate order with the normalization requirements, even though 
they have ready access to the courts to challenge an adverse Service determina- 
tion on this issue, then it might well \» argued that the utilities should also l>e 
afforded declaratory relief regarding any Federal tax questions that might affect 
a rate order. Further, other taxpayers in regulated industries, who also are simi- 
larly situated, might projieriy argue that they .should l>e allowed to obtain similar 
declaratory relief regarding orders issued by their respective regulatory bo<lies. 

Indeed, this seems to be the case. NARl'C has officially endorsed H.R. 229, with 
proposed amendments which, in pertinent part, would provide that the declara- 
tory relief should l)e extended to encompass all the Federal tax consequences of 
a rate order, and not merely whether the rate order compiled with the normall- 
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zation requirements of the Internal Revenue Code. Also, the American Gas Asso- 
ciation (AGA), representing the natural gas transmission and distribution in- 
dustry, has presented written testimony contending that H.R. 229 should be ex- 
tended to apply to all code provisions respecting eligibility for special capital 
recovery treatment, citing H.R. 4646, the Capital Recovery Act of 1979, as an 
example. 

That these contentions have been advanced during the early deliberations on 
H.R. 229 strongly suggests that H.R. 229, even if it should pass as presently 
proposed, would constitute only the first of many similar assaults upon the 
policies proscribing declaratory judgments in tax matters. We canuot view that 
prospect with equanimity. As Mr. Ferguson indicated in his testimony before 
your subcommittee, we view the bar to declaratory suits on tax issues as critical 
to the efficient administration of the tax laws. H.R. 229 would, we believe, 
constitute an unprecedented weakening of this bar. which we cannot endorse. 
For these reasons, we oppose the enactment of H.R. 229. 

The Office of Management and Budget has advised this Department that there 
is no objection  to the submission of this report fxom the standpoint of the 
Administration's program. 

Sincerely, 
ALAN A. PARKER, 

Assistant Attorney General. 

Mr. DANratfiON. The next witness will be Robei-t V. R. Dalenberg, 
vice president and general counsel, Pacific Telephone & Telegraph 
Co. 

TESTIMOFT OF ROBERT V. R. DALENBERG, VICE PRESIDENT AND 
GENERAL COUNSEL, PACIFIC TELEPHONE & TELEGRAPH CO. 

Mr. DALENBERG. I thought I must just talk to you a little bit about 
the nature of this problem and the way we perceive the reasons why 
we very strongly support H.R. 229. 

Mr. 'DANIELSON. Without objection, your statement will be received 
in its entirety, and you, too, are free to proceed in whatever you con- 
sider to be your most effective manner. 

[The information follows:] 

SUMMARY OF STATEMENT OF ROBERT V. R. DALENBERG, PACIFIC TELEPHONE 
& TELEGRAPH  CO. 

We strongly support H.R. 229. The bill authorizes a declaratory judgment In 
F'ederal courts to determine how the Federal income tax law provisions on in- 
vestment credit, accelerated depreciation and shorter tax lives are to be applied 
under a particular state or Federal ratemaking order. 

Under present law, an appeal of a regulatory order will not bind the IRS. 
The utility can seek an IRS ruling on the effect of the order, but there is no 
court review of an IRS ruling, and the regulatory commission can ignore it, 
forcing the utility to await completion of IRS audits and subsequent tax litigation. 
Meanwhile, substantial potential tax liabilities will accumlate. For example, 
an estimated $2.0 billion in tax liabilities will have accrued by the end of 1983 
in Pacific Telephone's present case In California. 

Congress has created important tax Incentives through the investment credit 
and accelerated depreciation but has not provided a forum to promptly deter- 
mine e'igibillty for these tax prnvisirms. H.R. 229 affords a procedure for 
expeditiously resolving conflicting interpretations of F'ederal tax law in a pro- 
ceeding which is binding on the utility, the regulatory commission and the 
IRS. 

We propose that an additional provision be included In H.R. 229. If during 
the 180 period awaitinjr an IRS ruling or during the pendency of the declaratory 
Judgment proceeding the regulatory order l)ecomes effective, there may be no 
way for the ratemaking commission to cure any tax Ineligibility. Therefore, 
to ensure that the question of eligibility Is preserved until a declaratory judgment 
is rendered, the court should have the power to grant injunctlve relief until 
It has issued its decision. 
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STATEMENT or ROBIBT V. R. DAI.ENBEBO, VICE PRESIDENT AND OENEBAI, COUNSEL 
OP THE PACIFIC TELEPHONE & TELBQBAPH CO. 

Mr. Chairman, my name Is Robert V. K. Dalenberg. I am Vice President and 
General Counsel of The I'aclflc Telephone and Telegraph Company. 

I have been employed by The Pacific Telephone and Telegraph Company since 
December of 1972, first as Assistant Vice President, then as Associate General 
Counsel and since 1976 as Vice President and General Coimsel. Prior to my com- 
ing to the Pacific Company, I was the General Attorney in charge of litigation for 
the Illinois Bell Telephone Company. 

Mr. Chairman, I appreciate very much the opportunity to appear before this 
Subcommittee to discuss the bill, H.R. 229. 

My purpose here today is to Indicate the strong support of the Bell S^vstem 
Companies for the proposed legislation that would authorize declaratory Judg- 
ment actions in United State^ Di.strlct Courts to determine whether or not a 
utility will be eligible under particular rate orders for accelerated depreciation, 
the use of shorter depreciation lives and the Investment tax credit. There is 
urgent need for such legislation In order to ensure that the Congressional pur- 
pose behind Sections 167(1), 167(m), and 46(f) is not frustrated. In California 
there have been and continue to l>e serious difficulties in not being able to re- 
solve inconsistent state and federal interpretations of these Federal income tax 
law provisions. I will describe those difficulties and will also refer to several 
technldal corrections that should lie made to H.R. 229 and dicuss a small but im- 
portant addition to the proposed legislation that would ensure that the rights of 
the parties would be protected while a party is seeking a declaratory Judgment 
as proposed in the legislation. 

THE   PBOPOBED  LEGISLATION 

H.R. 229 would enable a utility or a regulatory commission to obtain an early, 
binding determination between all parties where the Internal Revenue Service 
and a state or Federal regulatory commission make inconsistent determinations 
with respect to the eligibility of a utility for the investment tax credit, accelerated 
depreciation, or shorter tax lives under a particular rate order. 

At present, if a regulatory agency issues a rate order which Includes a ques- 
tionable interpretation of the requirements of federal tax law. Congress has 
provided no procedure for a determination which will bind the regulatory 
agency, the Internal Revenue Service and the utility to a decision as to whether 
the regulatory agency correctly applied the tax law. Appeal by the utility of the 
agency's order through the state court system will not bind the Internal Revenue 
Service. On the other hand, there is no court review of an Internal Revenue 
Service ruling and a Judicial determination of eligibility for these tax t)enefit8 
must await completion of Internal Revenue Service audits many years after 
the regulatory agency's decision has gone Into effect. During this time, the 
utility will have accured enormous federal tax liabilities. If, as In California, 
the regulatory commission and reviewing court view Internal Revenue Service 
rulings as of no consequence, the utility/taxpayer is placed in a most difficult 
position. When state regulatory bodies charged with setting rates for utilities 
Interpret these eligibility requirements differently from the manner in which 
they are Interpreted by the Internal Revenue Service, the utility faces a severe 
problem. 

H.R. 229 would enable such conflicts to be resolved quickly. The inability at 
present to require the state and federal authorities to adhere to a consistent inter- 
pretation of the Code's eligibility requirements is most damaging to utilities' 
financial health. Continuing uncertainty over the issue only exacerbates the 
problem. 

THE TAX BASIS FOR STATE REJOULATOBY INTERPRETATION OF THE ELIGIBILITT CBFTERIA 

The eligibility criteria involved here are primarily associated with two tax 
incentives that were expressly Intended by Congress to stimulate modernization 
and expansion of capital investment in both regulated and non-regulated indus- 
tries. (The eligibility criteria relating to shorter tax lives are snhstantinlly iden- 
tical to the criteria relating to the use of accelerated depreciation.) These in- 
centives are provided by the provisions permitting the use of accelerated meth- 
ods of depreciation (Section 167) and the Investment tax credit (Sections 38 and 
46). 

As originally enacted, the 1954 Code contained no special-provisions relating 
to the treatment of accelerated depreciation for regulated utilities. In the absence 
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of explicit federal limitations, the stated Congressional Intent of stimnlating the 
economy by fostering capital formation was partially thwarted in ensuing years. 
Since federal Income tax expense represents an element of cost of service for 
ratemaking purposes, some regulatory agencies treated the tax deferral resulting 
from accelerated depreciation as a reduction in cost of service, and therefore low- 
ered rates. In this way, the agencies immediately passed through to customers 
the amount of the current tax deferral. This practice, Icnown as "flow-through" 
ratemalcing, prevented the accumulation and investment of capital that Congress 
had Intended when it enacted the 1954 Code. By reducing the utility's income the 
practice also reduced the amount of federal taxes to be paid. 

In response to what Congress saw as an undesirable trend toward flow-through 
ratemaking, jf 167 was amended as part of the Tax Reform Act of 1969. Under 
newly-enacted S 167(1), a utility which had not previously used accelerated de- 
preciation for federal tax purposes could thereafter use accelerated depreciation 
only (1) if the utility used the "normalization" method of accounting in its books 
of account and (2) if the regulatory agency used the normalization method of 

Under normalization as prescribed by the Code and Regulations, (1) a util- 
ity's tax expense for ratemaking purposes must be computed as though book 
(i.e., stralghtUne) depreciation were being used for tax purposes; (2) the full 

amount of the deferred taxes (I.e., the difference between tax expense computed 
first using accelerated and then using straight-line depreciation) must be re- 
flected in a reserve and thus be available for capital Investment; and (3) the 
regulatory agency may not exclude from rate base an amount greater than the 
amount of the reserve for the period used in determining the tax expense as part 
of cost of service. 

By allowing utilities to use accelerated depreciatiem only If normalization 
were followed. Congress had two principal objectives: First, to assure that the 
deferred taxes derived from accelerated depreciation would be available to the 
utilities as investment capital until paid to the Internal Revenue Service, and 
second, to avoid the additional loss of Federal tax revenues that results when 
flow-through ratemaking is imposed. 

Similarly, when Congress reenacted the Investment Tax Credit in 1971 and, 
again, when the credit was increased in 1975, Congress provided that the credit 
would be available to such taxpayers only if the ratemaking method met the 
specific requirements of the statute (Section 46(f)). Thus the provisions of Sec- 
tions 167 and 46 of the Internal Revenue Code are unique in that they condition 
receipt of the Federal tax benefits on a particular form of ratemalting estab- 
lished by the State or Federal regiilatory commission having jurisdiction over 
the regulated utility's rates. This results In a situation where the taxpayer Is 
not In control of its own tax liability. Tax liability is dependent upon the 
action taken by the regulatory commission. 

The taxpayer's inability to control its tax liability with respect to these bene- 
fits is compounded by the practical problem that the audits of tax returns of 
large utilities period used In determining the tax expense as part of cost of 
service. 

By allowing utilities to use accelerated depreciation only if normalization 
were followed. Congress had two principal objectives: First, to assure that 
the deferred taxes derived from accelerated depreciation would be available to 
the utilities as investment capital, and second, to avoid the additional loss of 
Federal tax revenues that results when flow-through ratemaking is Imposed. 

Similarly, when Congress reenacted the Investment Tax Credit in 1971 and, 
again, when the credit was increased In 1975, Congress provided that the credit 
would be available to such taxpayers only if the ratemaking method met the spe- 
cific requirements of the statute (Section 46(f)). Thus the provisions of Sections 
167 and 46 of the Internal Revenue Code are unique in that they condition receipt 
of the federal tax benefits on a particular form of ratemaking established by the 
state or federal regulatory commission having jurisdiction over the regulated 
utility's rates. This results In a situation where the taxpayer is not in control 
of its own tax liability. Tax liability is dependent upon the action taken by the 
regulatory commission. 

The taxpayer's inability to control its tax liability with re.<!pect to these bene- 
fits Is compounded by the practical problem that the audits of tax returns of 
large utilities are not completed for several years after the returns nre filed. 
For instance the audit of the Bell System's consolidated returns for 1974 is only 
now nearing completion. This means the utilitips face a substantial lag between 
the time a rate order Is entered and the time the Internal Revenue Service re- 
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views whether the order Is consiatent with the eliglblUty criteria of Sections 
167 and 46. 

THE   EBTECT   OF   THE   STATE   BBOULATORT   iXIOIBH-ITY   DETEBMINATION 

When a state regulatory commission makes rates, it must construe the Internal 
Revenue Code and Regulations and determine whether or not Its ratemaking 
method complies with the federal criteria for eligibility for the tax beneflta. 
Under the present law, the utilities and the regulatory commissions have no 
satisfactory way of determining whether a particular ratemaklng method meets 
the eligibility criteria of the Code. This means that if a commission makes a 
mistake and falls in one manner or another to follow the requirements of the 
Code, that mistake may be perpetuated for many years before the Internal 
Revenue Service audit. And If the commission disagrees with the audit's findings 
and insists upon the utility litigating the Issue, many more years may go by 
before the litigation with the Internal Revenue Service is resolved. Thus, al- 
though a regulatory commission may in good faith seek to retain eligibility for 
the utilities wich it regulates, it may create very large tax liabilities by making 
an error as to the requirements of the Code. And, those very large tax liabilities 
will continue and grow for as long as the commission continues the particular 
ratemaking method it has chosen. 

Under present law, If there is doubt whether the ratemaklng method of the 
regulatory commission conforms to the eligibility requirements, the utility may 
seek a ruling from the Internal Revenue Service. The commission may conclude 
that the ruling is not binding and may insist that the Issue of eligibility be 
litigated before the commission will concede the validity of the Internal Revenue 
Service view and change Its method of making rates. Such litigation must await 
the audit and assertion by the Internal Revenue Service of a tax deficiency. The 
time-consuming effect of this manner of testing the regulatory method imposed 
on the utility could only result in severe financial damage to the utility and 
its customers. 

While most commissions have followed a conservative path with respect to 
these tax benefits to ensure eligibility for the utilities they regulate, the Cal- 
ifornia Commission has not. In California, the Commission has entered orders 
with respect to at least four utilities which embraced ratemaklng that the In- 
ternal Revenue Service has ruled is inconsistent with the requirements of the 
Internal Revenue Code. 

THE   BrrUATIOR   IW   CAUTORITIA 

The situation that Pacific Telephone has had to contend with vividly illus- 
trates the problem that utilities may face when the policy of the state commis- 
sion Is at odds with the policy of Congress in enacting these tax incentives. 
The California Commission adheres to a general policy of not permitting the 
tax incentives to assist the utilities as Congress intended, but of "flowing 
through" such Incentives to immediately reduce rates. 

In 1970, Pacific Telephone sought assurance from the California Commission 
that it would use the normalization method of accounting required by Internal 
Revenue Code Section 167(1) in making rates for Pacific so that the Company 
would be eligible to take accelerated depreciation for federal Income tax pur- 
poses. The Commission entered an Interim declaratory order In which It held that 
it would use the normalization method. That order was reversed by the California 
Supreme Court on procedural grounds. The matter was subject to further hear- 
ings before the California Commission an In 1974 the Commission again held that 
it would use the normallisation method of accounting. This second order was 
reversed by the California Supreme Court. The Court did not reach the merits 
of the case or construe the Internal Revenue Code. The Court remanded the 
matter back to the California Commls.«ilon for further hearings and the Com- 
mission instituted nn additional series of hearings to determine whether or not 
it would adhere to normalization. 

Finally. In 1977. the Commission entered an order again asserting that It 
desired to make Pacific Telephone eligible to use accelerated depredation and 
the inve.stment tax credit and It would attempt to make Its rates In accordance 
with the normalization method of accounting. Howtever. the Commission did not 
embrace the traditional and well understood method of accounting or of ratable 
flow through of the Investment credit, but instituted two newly Invented account- 
ing procedures which resulted in a reduction in rates below those made in 
accordance with the generally understood nequirements of the Internal Revenue 
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Code. In this way It achieved a substantial "flow-through" of both of the tax 
benefits. 

Special tax counsel for Pacific Telephone rendered the opinion that the new 
methods of accounting were not consistent with the requirements of the Code 
and Pacific was forced to seek review by the CaUfornia Supreme Court. In the 
meantime, Pacific sought Internal Revenue Ser^-lce rulings as to the Decision's 
effect on Pacific's eligibility for the tax benefits. The Internal Revenue Serv- 
ice, in two private ruUngs issued in June and July of 1978, held that the 
Commission's order will disqualify Pacific Telephone from claiming accelerated 
depreciation and Investment tax credit. The California Commission refused 
to participate in the ruling request and has subsequently ignored the Inter- 
nal Revenue Service rulings. The California Supreme Court denied Pacific 
Telephone's Petition for Review of the rate decision without opinion. Review 
was then sought in the United States Supreme Court. The Solicitor General of 
the United States supported the request for review and advised the Court 
that the Commission action destroyed Pacific's eligibility for the tax benefits. 
He further pointed out that: 

"As matters now stand, the decision below and the Internal Revenue Serv- 
ice are on a collision course that threatens the financial stability of all regu- 
lated utilities in California' and potentially affects other similarly-situated 
companies." 

Th« Supreme Court, however, denied the Petition for Certlorarl, with two 
justices voting to grant review. 

Pacific then sought a further stay of the Commission's decision from the 
Commission it^lf until the tax Issue could be finally established with the 
Internal Revenue Service In the normal manner following audit of the tax 
return. The Commission refused. Pacific then filed a "last resort" complaint 
in the United States District Court, seeking to enjoin effectuation of the Com- 
mission's order until litigation with the Internal Revenue Service could be 
completed or, as an alternative, seeking a declaratory judgment on the eligi- 
bility issue. The District Court denied Pacific's motion for a preliminary injunc- 
tion. The District Judge found that Pacific had shown that it would sustain 
irreparable injury if the Commission decision is placed in effect, but concluded 
his hands were tied by the doctrine of res judlcata. On July 18 the federal Court 
of Appeals affirmed. The Commission and certain Intervenors opposed Pacific in 
these proceWlngs even though the Internal Revenue Service again filed a brief, in 
response to a request from the Court, asserting that the Commission decision 
destroys eligibility for the tax benefits. 

At this point, although we have made every attempt, no court has reviewed 
the merits of the Commission's doubtful construction of the Internal Revenue 
Code. 

THE   ECONOMIC   BTFECT8   OF  THE  POSSIBLE  LOSS   OF  ELIOIBILITT 

The Commission decision directly recomputes the Company's rates from Au- 
gust 1974 forward and thus directly determines eligibility for the tax benefits 
beginning in 1974. The rates are reduced on the assumption that eligibility for 
the tax benefits continues. The potential tax liability represented by the accrual 
of deferred taxes associated with accelerated depreciation and with the invest- 
ment tax credit claimed since the beginning of 1974 Is estimated below. 

Ruerve for Invtstment Annual 
deferred taxes tax credit total 

1974  $91,132,000 J26,313,000 $117,445,000 
1975  106,454,000 69,675,000 176,129,000 
1976  116,428,000 73,847,000 190,275,000 
1977  131,315,000 84,454,000 215,769,000 
1978 (eitimate)  142,095,000 103,875,000 245,970,000 
1979 (estimate)  146,485,000 122,589,000 269,074,000 
1930 (estimate).  166,701,000 128,793,000 295,497,000 
1981 (estimate).-       188,132,000       140.369,000 328,501,000 
1982 (estimate)       212,039,000        150,795,000 328,501,000 
1983 (estimate)       262,986,000       158,049,000 421,035,000 

Grandtotal    1,563,770,000    1,058,759,000      2,622,529,000 

1 While 3 California utilities nee normalization for accelerated depreciation, we under- 
stand almost all California utilities bare elected opton 2 with respect to some or all of 
the Investment tax credit and thus are potentially Impacted by the Commission's accounting 
methods. 
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These tax benefits have been Invested in plant and equipment which are serving 
the public. The tax benefits have been a clear incentive to capital formation as 
the legislation intended. In fact these tax benefits have provided a substantial part 
of the funds used by Pacific to fund its construction budget which in 1978 was over 
two billion dollars. If the Commission's action results in the taxes becoming cur- 
rently due, Pacific would be required to borrow heavily to meet this obligation. 
Pacific's ability to borrow might be exhausted in arranging to pay such tax lia- 
bility, and its ability to sell equity would be practically foreclosed. This is par- 
ticularly true if the entire back tax liability must be paid at one time of over 
a relatively short period. The refunds and rate reduction order by the Commis- 
sion and the back tax liability could disable Pacific from keeping up with the 
demand for telephone service. 'The number of held orders for customers who want 
but cannot be provided with service because of lack of plant capacity would then 
increase dramatically. Under such circumstances, many long distance calls would 
not be completed and many more calls would take longer to complete. Employment 
at Pacific would obviously be affected; other adverse economic effects would 
ripple through the economy. 

THE PBOBLEM  CAN  BE BMOLVED BY  H.B,   229 

Congress has created a unique and very special situation in which it has placed 
eligibility for accelerated depreciation and the investment tax credit out of the 
control of the taxpayer. The taxpayer's eligibility is under the control of the state 
regulatory commissions. With such control, the state regulators can either acci- 
dentally or purposely endanger a utility's eligibility for the tax benefits. Because 
the present federal statutory scheme for determining tax liability was not enacted 
with this situation in mind, the taxpayer is precluded from resolving its own tax 
liability in a manner that would permit the regulator to correct an improper order 
and avoid the loss of eligibility. This places taxpayers in a position of severe jeo- 
pardy. If the liability for back federal taxes mounts over successive years because 
of an improper ratemaklng technique required by the state regulatory agency, 
It is the utility that faces the impact of suddenly having to pay the large back 
taxes. The resultant costs will be borne by the customers. 

There is no eETective remedy in the state courts. The state courts may review 
the commission's decision, but the state court determination is not binding upon 
the Internal Revenue Service. In addition, the state courts are not accustomed 
to construing the Internal Revenue Code and are reluctant to do so. While it 
should not be held to apply to this .situation, the Johnson Act (28 U.S.C.A. 1342) 
largely precludes federal court review of state rate orders and was relied upon by 
the California Commission as preventing review. In addition, it is the position 
of the Internal Revenue Service that the present Federal Declaratory .Tudcment 
Statute (28 U.S.C.A. 2201) precludes declaratory relief in this situation, al- 
though we do not agree with this view. As a practical matter, it may be only 
after ordinary avenues of review have been shown to be Inadequate to protect the 
utility from the adverse effect of a disagreement between the federal and state 
governments as to the meaning of the federal tax law that the utility has any 
chance of having the Federal Courts recognize the statutory and judicial excep- 
tions to the Johnson Act and the Declaratory Judgment Act and intervene. By 
then, as shown by your situation in California, the utility's position Is precarious 
for it is facing an enormous back tax payment which could disrupt both local and 
interstate services. 

Congress through accelerated depreciation and the investment tax credit, has 
created Important tax Incentives, but has failed to provide a federal forum to 
promptly determine eligibility for the tax benefits. To remedy this situation, we 
suggest that the federal courts be expressly permitted to render declaratory 
Judgments as to whether or not a utility will be eligible for accelerated deprecia- 
tion or the invtestment tax credit under particular rate orders. The judgments 
should be binding upon the Internal Revenue Service, the regulatory commission 
and the utility. Permitting this would not run counter to the purposes of either 
the Federal Declaratory Judgment Statute, the Johnson Act or the provisions 
protecting the collection of federal taxes. 

No Interference with federal revenue collection would result from permitting 
prompt determination of questions of eligibility for the tax benefits. In fact, 
such prompt determination of eligibility questions would facilitate proper reve- 
nue collection. The Johnson Act Is designed to prevent the federal courts from 
reviewing state rate orders when there exists prompt and adequate state court 
review. Under present law there is no effective review of the eligibility issues. 
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for the state courts cannot bind the Internal Revenue Service. A federal declara- 
tory judgment remedy would not inhibit effective state regulation. Quite the 
contrary, for such regulation would be assisted if the purely federal issue of 
ellgil)illty under the Internal Revenue Code could be resolved properly by the 
federal courts. 

A declaratory Judgment remedy such as Is proposed In H.R. 229 would provide 
a expeditious way to resolve such controversies between the utility, a regulatory 
body and the Internal Revenue Service over the correct application of Sections 
46(f) and 167(1) of the federal tax law. Had such declaratory judgment legisla- 
tion been in effect. Pacific Telephone long ago could have obtained a resolution 
In the federal courts as to its eligibility for the tax provisions under the Com- 
missions order which would have bound thte California Commission. Pacific Tele- 
phone and the Internal Revenue Service. This legislation is badly needed. 

TECHNICAL   CORKECTIONB   AND  A   SUGGESTED  ADDITION   TO  R.B.   229 

Attached as an Exhibit is a copy of H.R. 229 with several minor technical cor- 
rections to the present language noted thereon. 

We would also propose additional language in the statute to Insure preserva- 
tion of the eligibility question. H.R. 229 may not ensure that the tax eligibility 
question is preserved for the Federal Court to hear. It is possible that a regula- 
tory order which arguably jeopardized tax eligibility would become effective 
during the pendency of the declaratory Judgment proceeding (including the 180- 
day period awaiting an Internal Revenue Service ruling) or before a Commission 
could reconsider its action In the light of the declaratory judgment. For example, 
the regulatory commission that opposed the C-ongressional purjjose might not 
stay its rate order. If the regulatory order has already gone into effect, there may 
be no way for the regulatory body to cure the Inellgibillty. Possible disquallflca- 
tlon for the tax benefits during the time prior to and during the pendency of the 
Federal Court action should be avoided by authorizing the Court to grant Injunc- 
tlve relief until the Court has issued its decision and, if necessary, have in effect 
remanded its order to the agency. Our proposal would be to add the following 
sentence at the end of Section 2202 (a) of H.R. 229: 

"Any party may obtain injunctive relief when and under the same conditions 
and principles as injunctive relief against threatened conduct that will cause loss 
or damage is granted by *he courts of equity." 

CONCLUSION 

At present the utilities and the regulatory commissions are without an effective 
remedy. There should be a federal forum to promptly decide the federal question 
of eligibility for the tax l)enefits. Unless Congress provides for such a remedy, 
many utilities may suffer severely when unanticipated back tax liability is Im- 
posed upon them or when their credit standing Is downgraded because of the 
accumulation of contingent, unresolvable tax liabilities. Such situations can be 
avoided In the future if the proposed declaratory judgment legislation is enacted. 
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Mr. DAI^ENBERO. Thank you, Mr. Chairman. 
We do support H.R. 229 because we believe the present Federal tax 

law related to a<:celerated depreciation, and the investment tax credit 
creates a very unique situation. It establishes a situation where there 
really are three parties who have a determinant interest in the tax re- 
turn of the one taxpayer, and it establishes a situation where the tax- 
payer does not control its own destiny, which is indeed unique in this 
world, in the sense that the State regulatory commission is authorized 
to make rates in a fashion that will either create or destroy eligfibility 
for the tax benefits associated with accelerated depreciation and the 
investment tax credit. 

Regardless of whether the utility advises the commission it is off 
on the wrong track or not, if the commission makes a mistake and did 
not make its rates in accordance with the Federal law's criteria, it can 
destroy that eligibility. The difficulty with the destruction is that it 
may not be known for many years. 

The State commission's order may go into effect this year; the nor- 
mal auditing processes followed by the lES with large corporations 
such as our own necessitate a numbei- of years of delay before the audit 
can be completed. "While we can obtain rulings, and the Government 
has been very fine in trying to get rulings out as quickly as possible, 
that necessitates a substantial delay. Our experience in California is 
that the California commission does not believe the rulings of the IRS 
are valid and refuses to listen to those rulings and will place its orders 
in effect despite tlie Government warning the ratemaking methodology 
adhered to by the commission is destructive. 

I think although this bill is referred to as a declaratory judgment 
bill, it may be wise to recognize that it is really in the nature of an 
interpleader. The utility is subject to control by two separate sov- 
ereigns; you have the State and the Federal Government, and the need 
here is to get both of those sovereigns to adhere to a uniform and con- 
sistent construction of the Federal law. 

When the State regulatory commission makes its rates, it necessarily 
must construe and apply the Federal tax law. It is not the same situa- 
tion as when it is simply in a rate case estimates the tax expense or the 
expense for lawyer fees or any of the other normal expenses in a rate 
case—its actions determine erigibility under the Federal tax laws to 
take these benefits on the tax return. It has its hands on that control. 
So it must construe the law in a very, very different manner. 

When the two sovereigns are at loggerheads, the result is very, very 
serious, not to either sovereign, but certainly very- serious to the utility. 

I think the example of Pacific Telephone's dilemma here gives stark 
reality to the problem of not having available a procedure that permits 
the interpleader of the three independent parties so that the State regu- 
latory commission may proceed on a basis where it has knowledge of 
what the law really is. 

H.R. 229 is not designed as an appeal from a State regulatory action; 
it is carefully designed to provide declaratory relief so that a commis- 
sion must thereafter be fully informed as to the consequences of its act. 

After the declaratory relief is granted, the commission could cer- 
tainly continue on the same track; it need not change anything. It con- 
tinues with full knowled^ of the circumstance rather tlian continuing 
on the basis that the IRS rulings may not be correct and that it dis- 
agrees as to the meaning of the Federal law. That is the important 
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thing that has to be done here, where the present congressional statu- 
tory scheme sets forth the manner in which the State must construe the 
Federal law and controls the Federal benefits for the private taxpayer. 

I think if I might. I might mention the nature of Pacific's problem. 
In 1977, the California commission changed its accounting ratemaking 
methodology. It moved from a methodolgy that everyone concedes 
would retain elegibility for these tax benefits to a new and untried 
methodology, actually two, one for accelerated depreciation and one 
for investment tax credit, and it made its order retroactive to 1974, 
which by coincidence is the most current year left open to Pacific Tele- 
phone with respect to its tax problems. That year has been under audit, 
but that audit will not be completed until either late this summer or in 
the fall. 

Assuming eligibility for the tax benefits exists, the commission re- 
duced Pacific's rates substantially. The total amount of reduction 
based on that assumption is something over $130 million a year. At the 
same time, the tax liabities are accruing at an enormous rate. For this 
year, we estimate the tax liability, the liability that will become cur- 
rent and will not be deferred if the commission is mistaken, is about 
$269 million. For this entire period from 1974 to date, the approxi- 
mate tax liability if the commission has made a mistake is about $1 
billion. If we are forced, as we apparently will be, to follow the tradi- 
tional judicial mechanics of resolving this problem, it will take us 
several more years to work our way through the tax court and the 
ninth circuit, as you mentioned, and by 1983, we will be staring at a 
problem of how we finance a $3-billion tax liability. We must finance 
that at the same time we try to keep up with the enormous growing 
need for telecommimications ser\'ice in California. 

Tbat is the kind of job that an ordinary, even an extraordinary 
utility cannot truly accomplish. 

I mifTht close, if I may, by reading one sentence which says much 
better than I ever could the real problem that we have, and this sen- 
tence is from the brief that the Solicitor General filed with the U.S. 
Supreme Court when we ought to have the Supreme Court review the 
commission's ratemaking procedure. 

The Solicitor General, writing very clearly, said that: 
The United States believes that the continued existence of this conflict between 

the Treasury and the State regulatory commission, threatens to work an enor- 
mous hardship upon the public utilities sector of the economy and to dlsnipt 
the stability of the capital markets as the affected utilities must undertake bor- 
rowings to meet these large-scale obligations. 

which were either deferred or forgiven. When the utilities themselves 
have to go to the market to finance that, it will have unquestionably a 
disruptive eflfect. 

Pacific is not the onlv utility subject to this problem. Every utility 
save one that I know of in California, at least every major utility save 
one, is subject to the same problem on the inve.stment tax credit, which 
is very, very large. As far as I know there are three utilities in Cali- 
fornia which face the same problem with respect to accelerated de- 
preciation, and Apparently if the commission's order becomes final, 
there may well be other commissions around the United States which 
do what we call creative accoimting rather than normal accounting 
and create the same types of problems. 



So, we feel some legislation along this line which merely is designed 
to let each and every commission operate with full knowledge of what 
is the real Federal law, is needed, needed quickly and very importantly. 

1 would be very glad to answer any questions if anyone has any. 
Mr. DANIELSON. Thank you very much, Mr. Dalenberg. 
Just to recap and see where we are, I understand from your state- 

ment that very shortly your tax liability will be in the bracket of 
$3 billion. 

Mr. DALENBERG. By the end of 1983, it will be. By that time—that 
is the time we project when action in the Tax Court plus appeals will 
be over as to the 1974 year. 

Mr. DANIELSON. What is the status—you have mentioned the fieures 
which are in the record, several hundreds of millions of dollars which 
are already, in issue and obviously this will continue. 

Does your utility pay the tax ? How are you handling it? 
Mr. DALENBERG. We currently are claiming these tax benefits on our 

tux return along with the admonition from the commission that is 
what we should do. They of course have held we are eligible for that. 
But under the IKS, it appears we will not be eligible, and therefore 
they will be collecting that money back from us. 

The money in the meantime is devoted immediately to capital im- 
provements, as the Congress intended it to be devoted, to assist the 
service in California. 

Mr. DANIELSON. Your big problem then is that you are exposed to 
a potential hazard that the commission's ruling will not be agreed 
upon by the IRS, and then you will owe a great deal more taxes? 

Mr. DALENBERG. That is aosolutely correct. 
Mr. DANIELSON, And in addition that will dislocate your rate 

structure? 
Mr. DALENBERG. It will mean our rate structure has been dislocated 

retroactively from 1974 forward, with more than $100 million a year 
in reduced rates on a false premise. 

Mr. DANIELSON. SO where our problem lies in that the Pacific Tele- 
phone Co. and other utilities know they have a tax liability, but they 
would like to know what that is. 

Mr. DALENBERG. WC would like the commission to know, the basic 
problem is making sure that both the States and the Federal Govern- 
ment are adhering to a uniform construction of the Federal law. 

Mr. DANIELSON. The point being, though—maybe I started at the 
wrong end. 

California Public Utilities Commission takes position X on what 
your liability is. IRS takes position Y. You may care, but you are 
not so concerned as to whch it is, but you would like to know and have 
them be the same. 

Mr. DALENBERG. Not exactly. We care very importantly that we be 
eligible. It is very important that we know where we stand. But it is 
equally important that the company be eligible for these tax benefits. 

Mr. DANIEI^SON. I do not diminish that at all. I am just trying to ciit 
through to the focus. The fact is IRS and the public utilities commis- 
sion are not in agreement. 

Mr. DALENBERG. That is correct. 
Mr. DANTEI.SON. And you want to in effect interplead them and have 

the court declare by declarator}' judgment that this or that is the cor- 
rect position. 
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Mr. DALENBKRO. It is the only way to resolve it. As the law currently 
stands there is one law which ends up with a determination which is 
not binding on both. 

Mr. DANIELSON. Mr. Moorhead. 
Mr. MOORHEAD. Thank you, Mr. Dalenberg. 
In your statement you ask that a sentence be added: 

Any party may obtain Injunctive relief when and under the same conditlona 
and principles as injunctive relief against threatened conduct that will cause 
loss or damage is granted by the courts of equity. 

Is injunctiv'e relief really that critical to the substance of this bill? 
Mr. DAI^ENBERG. No. It may be a wise provision, but it is not critical 

to the bill. What is critical is the ability to have a declaration of actual 
and correct Federal law that will be binding on both sovereigns. 

Mr. MOORHEAD. Is there any precedent under existing law for a 
declaratory judgment suit on a Federal tax matter? 

Mr. DAIJ:XBERG. I think so. And I think Mr. Ferguson referred to 
that. Under section 501(c) (3), Congress recently approved that type 
of relief in situations that are unique and that can create enormous bad 
effects on the public, generally. There is, it seems to me, appropriate 
reason for that, it is particularly useful here where Congress is not in- 
terested in trying to hamstring the State commissions, not interested 
in interfering with the State regulatory matters, but does have a very 
strong Federal interest in seeing to it that the Federal tax statute and 
the program relating to the Federal tax subsidies is carried out uni- 
formly throughout the United States in accordance with congressional 
intent. 

Mr. MOORHEAD. The problem that you have is really with the State 
agency not really considering the taxes you are going to have to pay. 
and the Federal tax people asking for more than the State agency has 
to recognize, and you are left wtih a shortfall in between. 

Mr. DALENBERG. Very serious shortfall. 
Mr. MOORHE/\D. And somehow you have to get that taken care of. 
Mr. DALENBERG. Unless it can be taken care of promptly and in a 

clear manner, the utility is caught in the squeeze, and the long period 
of time inherent in the manner of testing your taxes just exacerbates 
the problem to where possibly the utility could not survive. 

Mr. MOOBHEVD. Will this bill authorize Federal courts to hear rate 
cases generally, and not strictly tax issues covered by the bill ? 

Mr. DALENBERG. I think not. 
Mr. MOORHEAD. You think it is narrowly drawn and will take care 

of that issue ? 
Mr. DALENBERG. It is clear it is directed to the accounting require- 

ments established by the IRS Code and by the Treasury regulations 
which come under that code. 

Mr. MOORHEAD. Assuming that the bill is very narrowly drawn, to 
cover just the specified tax code provisions that are involved, why 
should those narrow issues not be left solely and exclusively to the rate- 
making bodies in the normal appeal process? 

Mr. DALENBERG. There are several reasons for that. The very over- 
riding reason is that this is fundamentally a Federal issue that cannot 
be ultimately decided until the Federal courts act because what the 
commission does is, it makes rates saying its ratemaking should ke«p 
the utility eligible for the Federal tax, but it cannot bind the Federal 
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Government. So, that is merely an advisory position by the utility com- 
mission ; however, it casts in concrete the tax liability of the utility. 
It is that hiatus, that tax liability cast in concrete by the State regula- 
tory commission that does not have the final say on what Federal law 
is, that really creates a very serious problem. 

Mr. MooRHEAD. Do you think there is any way the bill intrudes on 
the legitimate jurisdiction and authority of the regulatory commis- 
sions in the various States ? 

Mr. DALENBERG. I do not think so at all. It would only intrude to the 
same extent giving correct legal advice would intrude on anybody's 
discretion. The purpose of the bill is to get these three parties in one 
form where they can get a correct result as to what is the meaning of a 
fairly complicated statute. 

Mr. MooRiiEAD. Are there similar problems elsewhere ? 
Mr. DALENBERG. There have been some, but nothing to the dimension 

that exists in California. 
Mr. MooRiiEAD. If this bill is enacted in this session, will Pacific Tele- 

phone and General Pacific be able to avail itself of the procedure in the 
bill? 

Mr. DALENBERG. In the case that is reviewed in my prepared testi- 
mony, the enactment may come too late. There still is a chance, but it 
looks to me as if it will come too late. However, keep in mind that the 
California commission is adhering to its position as a continuous mat- 
ter and they entered a rate order Tuesday which I believe will embrace 
the .same methodology. This bill would be a saving bill for California, 
just as soon as it can be adopt«d. So, it would be helpful to us immedi- 
ately upon it being passed. 

Mr. MooRirEAD. My time is beginning to run out. I have one more 
question I wanted to ask you. 

One of the purposes of the bill is to speed up review on tax issues 
so that if a regulatory body made a mistake and deprived a utility of 
tax benefits, it could change its order before it became effective. What 
if after a Federal court found a regulatory order did make the utility 
ineligible, the regulator did nothing or refused to change its order, 
then what have you gained under the procedure this bill establishes? 

Mr. DALENBERG. Then you have made it very clear that the regula- 
tor's order is inconsistent with eligibility. At that point the formal 
State review process can go forward also with the correct knowledge of 
what the Fedei-al law is and what the effect on the utility would be. 
I would believe in any State that the court would reverse that kind of 
action. Indeed, I think the precedents in California would so indicate, 
and certainly the leading decision in this area, a case by the Supreme 
Court of Maine, would obtain. 

Mr. DANIELSOX. The gentleman from New Jersey ? 
Mr. HTJGHES. Thank you, Mr. Chairman. 
I am not so sure I understand totally where the irrenarable harm 

comes in. As I understand it, in this instance it is very difficult for the 
utility to make tax decisions and to apply to the public utilities com- 
mission to try to determine its rate base if there is uncertainty as to tax 
writeoff. I understand that. 

What I do not understand is why the public utilities commission, 
under those circumstances, could not allow in its rate decision for that 
tax writeoff, if IRS has taken a position adverse to the regulatory 
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agency, why that agency, then, would not adjust its own rate base to 
take into account that IRS decision. 

Mr. DALENBERO. I assume that the commission—for instance, in our 
case, when we are through litigating with the IRS over our tax return, 
if we have to do that to establisli what the Federal law is—in about 1983 
will prospectively make a change. But the general regulatory law talks 
in terms of precluding retroactive correction. Maybe they should retro- 
actively correct to increase rates going back, but I have not heard of 
many commissions who have found that palatable. 

Mr. HUGHES. Is that not something which should be properly ad- 
dressed to the ratemaking authority ? 

Mr. DALENBERO. Let us go back to your original question, if I may, 
and that is why is there irreparable injury. There is, and they cannot 
correct that. A simple analogy demonstrates irreparable injury best. 

Assume you are buying a house, you bought it a few years ago, and 
you have a large mortgage on it. At the same time, you are spending 
your money on improvements and using every borrowable dollar you 
can for improvements. You have exhausted your borrowing capability 
to improve things. The bank walks in and says we are acceleratmg, you 
do not have 30 years to pay it off, you have to pay it now. But you nave 
been using, in order to keep up with your current needs, as tne telephone 
companies are, their maximum ability to finance. How do they fiiance 
that payment on the mortgage? 

IRS in this situation is just the same as the bank that holds the mort- 
gage on the house. You start out assuming you have gotten a long-time 
deferral, and they walk in one day and say because things were done 
wrong, you have to pay that lump sum now. You have to finance it 
some way. 

Mr. HTJOHES. IS there not a basic difference between the analogy 
you have suggested and a public utility? Actualy, it is the utility con- 
sumers, the users, who would be called upon to provide additional 
money, if it was determined you did not indeed have sufficient writeoff. 

I do not think that is analogous to where a homeowner is called upon 
to pay the mortgage off in an accelerated fashion. 

Mr. DALENBERO. The current consumer pays current expenses. The 
consumer is not normally called upon to invest, and we are talking 
about capital dollars, dollars that are devoted to the capital machinery 
that runs the utility. Those are the dollars that have to be replaced 
when the mortgage is called. 

There is no question but that that consumer takes on a burden when 
that happens. You have to go out and borrow. It is going to be ex- 
pensive. The interest factor on those dollars gets worked into the rate 
structure. Part of the irreparable injury is the timelag factor. But 
assuming no timelag, that consumer will pick up tlie additional cost, 
and you are correct to that extent. 

Mr. HTTGHES. I understand what you are saying, and I am sym- 
pathetic, but it seems to me the difficulty with your position is that 
there are a legion of cases as to dispute between IRS and taxpayers. 
If we permitted a declaratory judgment in all those instances we would 
have a lot of suits being brought for declaratory judgment. If there 
were no other remedv I could understand your argument, but it seems 
to me the public utilities commission would be the necessary agency 
to make the decision on disputes as to Federal law. If that option 
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were not available, I think I would be much more sympathetic to your 
position. 

Mr. DAUIXBERO. Are you saying the public utilities commission 
determination of the utility's taxes should be binding on the Federal 
Government? 

Mr. HUGHES. No. what I am saying is in setting rates, what you are 
primarily concerned with is if there is some question as to your abilitj- 
to write a certain amonut off, which in effect would erode the dollars 
available to you for capital or otherwise. Then it would seem the 
public utilities commission would be the proper agency to restructure 
your rate. 

Mr. DALENBERG. There has never been a case that I can think of 
where the Congress has delegated to the State regulatory commission 
this power of eligibility. It is common for the utility commissions to 
do as you have described, estimate what your tax liability .is going to 
be, and that is not really what we are talking about. If it were a matter 
purely of the rates and what rate level the State commissions should 
be setting, we would not be here before you. Your problem is that that 
action triggers this Federal eligibility, which is subject, finally, to the 
ultimate word of the Federal court. There is no question but that the 
Federal courts will try to adhere to some form of uniformity in con- 
struction of that Federal law, which the State regulatory commis- 
sions cannot accomplish. 

Mr. HUGHES. I understand, but in the final analysis, you have to 
be prepared for any eventuality, and that might include a decision 
bv the Supreme Court, ultimately, if it gets that far, that indeed the 
IRS interpretation is the correct one. in which event you would have 
to make adjustments in any event. All you are attempting to do is to 
accelerate that decision. 

My question is, why can the utility commission not provide at this 
time, when there is a dispute between IRS and the regulatory agency's 
decision, for whatever eventuality? 

Mr. DALENBERO. I would think the utility commission that followed 
a careful method of ratemaking would undertake in some fashion to 
see to it that the utility would not be severely iniured by this problem, 
but as demonstrated in California, that commission has not been inter- 
ested in changing its methods to reduce the risk. That risk has current 
problems for the utility. That risk has the current problem of the 
ability to finance while the ever-growing liabilities increase. 

As long as you have two independent sovereigns in our State, that 
State sovereign may verv well sit back on its hind leffs and say, we are 
right, they are wrong. It is that situation which this statute reaches 
out to correct. It is unique, and we think it is badly needed. 

Mr. HUGHES. Thnnk you. 
Mr. DANTELSON. The gentleman from Illinois, Mr. McClory. 
Mr. MCCLORY. Thank you very much. Mr. Chairman. 
As a consumer of electricity, telephone service, and all the other 

services provided by our great privately owned iitilities, I want to 
come down very strong in behalf of the utilities. The service which our 
private enterprise utility services offer in contrast to the publicly 
owned services which we find in other countries of the world is tremen- 
dous. There is such sharp contrast that I think the American consumer 
really appreciates the capability of the services offered in this country. 



When I think of some of the ordeals the utilities have gone through, 
I just fear for the future of the American way of life and recognize 
the problems the utilities are experiencing in their ratemaking proce- 
dures and in improving and expanding tlieir capability. It is some- 
tliing which is horrendous to contend with. 

I would judge what you are seeking here more than anything else 
is the certainty, a definitive statement with regard to what future tax 
liability is and the expenses the companies would experience, so that 
the expenses can be accurately considered in the ratemaking process. 

Is the problem unique in California ? I notice you refer to California 
and you say that the California conmiission failed to take into con- 
sideration the liabilities of the utility, which could be determined by 
the declaratory judgment procedure. 

Mr. DALENBEBG. I think the problem in this dimension is unique to 
California, I think California is the only State where it has gotten 
out of hand. 

Problems to lesser extents have cropped up in other States. Maine 
has had problems, I think, North Carolina a couple of years ago. I 
think very likely, most of the regulatory commissions are looking on 
with some high degree of concern as to California and that there is a 
good deal of pressure on those commissions to keep rates low in this 
kind of environment we are in with inflation, and the problem is likely 
to be occurring in other States as the years go by. 

Mr. MCCLOKY. HOW about in Illinois? Are they more understanding? 
Mr. DALENBERO. In Illinois, back in 1961, the Illinois Supreme Court 

made some very good law for the Illinois commission, and I do not 
think the Illinois commission has had any particular problems in this 
area since then. 

Mr. MCCLORY. By the enactment of this piece of legislation, are we, 
in a sense, overriding a part of the policy, part of the ratemaking prac- 
tice of the State of California or other State regulatory agencies ? Not 
that I am against that. 

Mr. DALENBERO. I do not think so. I think the le^slation studiously 
avoids dictating any policy to a State. What it tries to do is dictate 
the certainty you refer to. The State is free to say it wants to adhere 
to the legislation or go on a contrary path. This would not change their 
options at all. 

Mr. McCiiORY. You are not suggesting the California Public Utili- 
ties Commission would favor this legislation ? 

Mr. DALENBERO. I think they would favor the idea there should be 
some certainty. I am not sure they would wholeheartedly favor that, 
as they have opposed declaratory judgment relief in our particular 
problem. I think they have sought to avoid having that degree of cer- 
tainty without a statute as such. 

Mr. DANIELSON. We do have a representative of the California Pub- 
lic Utilities Commission with us this morning, and he will be available 
for questioning. 

Mr. ilcCLORY. Those are the only questions I have, Mr. Chairman. 
Mr. DANIELSON. The gentleman from Maryland, Mr. Barnes. 
Mr. BARNES. Mr. Dalenberg, how did you reconcile the injunctive 

relief which you seek with the Johnson Act? 
Mr. DALENBERO. I do not think there is an inconsistency between the 

suggestion which I made, which as I indicated a moment ago I do not 



view as indispensable for solving this kind of problem. I think declara- 
tory relief is the key thinfj. Providing, as I mentioned in my testimony, 
the ability for the Federal court to hold the status quo while it grants 
declaratory judgment would not be inconsistent with any provision of 
the Johnson Act. 

The normal court position would be that it may maintain a status 
quo so that its declaratory relief can have some meaning. 

I seriou.sly dobut with the availability of declaratory relief that 
would clarify the Federal law, that any responsible commission would 
simplv charge ahead. I think a irreat deal of the California problem is 
that they do not believe the IRS but they would believe a court. That 
is why i say I do not think iniunctive relief is the key to this at all. 

Mr. BARNES. SO you would be prepared to concede on that ? 
Mr. DALENBERO. If that is extremely troublesome, certainly. 
Mr. BARNFii. Several pages of your testimony relate to the situation 

in California and the situation your company finds itself in, and you 
have indicated in response to an earlier question from Mr. Moorhead 
that it is relatively unique, certainly in its dimensions it is unique. 

How did you get into this mess? 
The California Supreme Court has in a unanimous decision indi- 

cated its judgment as to how your company got into this mess. Perhaps 
you would want to comment on this. The supreme court said: 

. . . the unreasonable expense due to such calculation was due to an imprudent 
management  decision. 

Although prior to the statutory change Pacific was free to change its method of 
accounting on its income tax returns but now may no longer do so. its inability to 
switch is due to its original imprudent determination to pay Federal income taxes 
on a straight line depreciation basis and its obstinacy after the 1968 commission 
decision in adhering to the imprudent determination. 

Mr. DALEXBERG. YOU are referring to a 1971 decision of the court. 
Mr. BARNE,S. That is right. 
Mr. DALENBERO. The court at that time was referring to the situation 

back in 1968.1 think, was it not ? 
Mr. BARNES. That is correct. 
Mr. DAUCNBERG. Well, now, I do not see that that has any particular 

relevance here, but I would be glad to comment on it. 
In 1969 the Congress changed the eligibility requirements for utili- 

ties to use accelerated depreciation. The effect of that change was that 
a utility such as Pacific which had not used it before and had not used 
accelerated depreciation because it felt strongly that the flowthrough 
method of accounting was bad accoimting under the 1969 law change, 
Pacific could not use accelerated depreciation for tax purposes unless 
normalization accounting is followed both by the utilitv and the rate- 
making body. 

Pacific can do nothing other than what it is doing currently. I do not 
think what the management may or may not have done in 1968 has any 
real bearing on the situation we find ourselves in, which relates to an 
order of the California Supreme Court which agrees that normaliza- 
tion accounting is correct for us, that it is distinctly in the interest, 
according to the commission, of both the ratepayer and the utility to 
maintain eligibility under the Federal tax law, and therefore that the 
normalization accounting for accelerated depreciation and ratable 
flowthrough for the investment tax credit should be followed. 

The problem we are in now does not relate to the 1960's, it relates fo 
the 1977 change in ratemaking method by the commission, a change 
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which the IRS on three separate occasions has advised will destroy the 
eliffibility which the commission says is strongly in the interest, not 
only of ourselves, but of the ratemakers. 

Mr. BARNES. It is implicit there is something improper as to loss of 
eligibility. 

When Congress was considering this question, it had before it the 
option of making the requirement more strict, but instead made it an 
eligibility situation rather than a mandated situation with respct to 
the tax incentives, and noneligibility is not somehow improper, at least 
not in Congress' judgment, because a company not eligible for these 
benefits is not somehow acting improperly, or is it ? 

Mr. DALENBERG. With reference to the term "improper," it certainly 
is not improper for a State commission to say we do not want our 
State utilities to be eligible for this Federal tax benefit and go on and 
make rates recognizing that state of affairs. It is improper to say 
whether they are eligible but we will assume they are and make rates 
willy-nilly. It would not be improper for a State to say they do not 
want to participate in this. 

It may be improper not to seek to be eligible. The rates are lower 
under normalization than they would be under straight-line deprecia- 
tion, which one would have if you are not eligible for the rates ulti- 
mately. In the long run they are substantially lower under the nor- 
malization method. 

Mr. BARNES. HOW are you collecting your rates ? 
Mr. DALENBERG. Under injunctive relief from the Ninth Circuit 

Court of Appeals which leaves in effect a normalization order, until a 
date in August when the decision would go in effect. Yesterday, I filed 
papers with the U.S. Supreme Court to prevent that. 

Mr. BARNES. HOW do your books reflect your tax status and poten- 
tial tax deficit? 

Mr. DALENBERG. Our financial accounting shows that the likelihood 
of the loss of eligibility is probable and therefore that the taxes are 
going to be paid. 

We maintain showings in our books both ways so that we can track 
the existence of the size of the problem. I think you will find our an- 
nual report, the financial accounting showings in the annual report, 
in our prospectus, et cetera, reflect the enormous tax liability we face. 

Mr. DANIELSON. Mr. Kindness of Ohio. 
Mr. KINDNESS. Mr. Dalenberg were you here to hear the testimony 

of Mr. Ferguson in behalf of the Justice Department? 
Mr. DALENBERG. Yes; I was. 
Mr. KINDNESS. Are you familiar with a memorandum for the United 

States as amicus curiae in Xos. 78-606 and 78-607 in the Supreme 
Court in which the Solicitor General indicated: 

But these are unusual cases. As matters now stand, the decision below and the 
Internal Revenue Service are on a rolllsion course that threntens the flnnncinl 
stability of all regulated public utilities In California and potentially affects 
other similarly-situated companies. If, as we submit, the decision below is based 
on erroneous interpretations of the applicable federal tax law, a delay in estab- 
lishlnK that fact with finality will result in the simultaneous subjection of the 
utilities to lower rates based upon the false assumption of eligibility for sub- 
stantial tax benefits and the disallowance of those benefits. Thus, the resolution 
of the conflict between the decision below and the Internal Revenue Service 
cannot practicably await the outcome of the federal tax litigation with respect 
to the deficiencies that Inevitably will en.sue. A decision with such fnr-reacbing 
Impact upon a vital sector of the nation's economy calls for review by this 
Court. 
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Do you recall seeing that ? 
Mr. DALENBERG. Very clearly. 
Mr. KINDNESS. I apologize I was unable to be here earlier, but I 

understand that amicus curiae memorandum was not mentioned in the 
testimony of the Department of Justice earlier. But I think it is very 
pertinent and I would solicit any comments you might have as to the 
position of the Department of Justice in those instances as compared 
to the kind of neutral position the Department seems to be takmg at 
this point. 

Is there any difference between the importance of resolving this 
conflict now, as compared to the time when this amicus curiae memo- 
randum was filed ? 

Mr. DALENBEHO. NO; except that it has become more dangerous as 
time has passed. 

Mr. KINDNESS. Mr. Chairman, I will submit perhaps the record of 
this hearing ought to contain a copy of the memorandum in behalf of 
the United States as amicus curiae in those cases. 

Mr. DANIELSON. I fully concur. I would like to make this suggestion. 
I think each of us has been supplied with the data to which the gentle- 
man from Ohio refers, and I will recommend that our counsel while 
we are home working in our districts, that they go through those items 
which will be of help, and put the whole thing in the record, including 
the items to which the gentleman has referred. Will that be acceptable 1 

Mr. KINDNESS. Certainly. 
Mr. DANIELSON. Thank you, Mr. Kindness. 
Thank you, Mr. Dalenberg. 
We will be in touch with you and I will assume someone will be 

monitoring our progress in your behalf. So we can keep in touch. Is 
my assumption correct? 

Mr. DALENBERG. It is. 
[The Amicus Curiae memorandum and petition for Certiorari 

follows:] 
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QUESTION PRESENTED 

The United States will discuss the following ques- 
tion: 

Whether the California Public Utilities Commission 
erred in holding that its ratemaking orders preserved 
petitioners' eligibility for the investment credit and 
accelerated depreciation for federal income tax pur- 
poses under Sections 46(f) and 167(0 of the In- 
ternal Revenue Code of 1954. 

INTEREST OF THE UNITED STATES 

In 1969 and 1971, Congress enacted Sections 
167(0 and 46(f) of the Internal Revenue Code of 
1954, respectively, which deal with the eligibility of 
regulated public utilities for accelerated depreciation 
and the investment credit Section 167(0 provides 
that a regulated public utility that had not previously 
claimed the benefits of accelerated depreciation could 
not do so unless it used the "normalization method of 
accounting^' for ratemaking purposes. The use of 
such a method of accounting insures that the benefits 
of the utility's depreciation deductions will be al- 
located equally between its present and future cus- 
tomers. Section 46(f) similarly places certain limits 
upon eligibility for the investment tax credit. With 
respect to petitioners, Section 46(f)(2) permits the 
credit only on the condition that they reflect that 
credit in their cost of service for ratemaking pur- 
poses no faster than ratably over the useful life of 
their property. 
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In these cases, the California Public Utilities Com- 
mission issued ratemaking orders based on methods 
of accounting that it concluded would "maintain the 
eligibility of the utilities to use accelerated deprecia- 
tion and ITC [investment tax credit] and comply 
with the requirements of the Internal Revenue Code 
relating to [petitioners]" (J. App. B, 49A-50A).* 
However, the Internal Revenue Service has ruled that 
the Commission's assumption was erroneous and that 
methods of accounting it required would in fact de- 
stroy petitioners' eligibility because they do not pro- 
vide for normalization (in the case of depreciation) 
or an allowable ratable reduction (in the case of the 
investment tax credit) (J. App. D, 95A-131A; J. 
App. E, 133A-142A). 

As the official charged with the responsibility of 
administering and enforcing the federal income tax 
statute, the Secretary of the Treasury agrees with 
petitioners that the interpretation of the Internal 
Revenue Code by the California Public Utilities Com- 
mission, upheld by the court below, requires review 
by this Court at this time in order to put to rest 
uncertainty as to a fundamental issue potentially af- 
fecting the tax liabilities of all regulated public utili- 
ties- If the decision below is correct, petitioners would 
be subject to the rate adjustments ordered by the 
Commission but would be eligible for the benefits of 
accelerated depreciation and the investment credit 

»"J. App." refers to the Joint Appendix filed on behalf of 
both petitioners. 

3 
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that they have claimed. But as matters now stand, 
petitioners are simultaneously subject to the rate- 
making orders of the Commission and the assertion 
of massive federal income tax deficiencies exceeding 
$1 billion in accordance with the Treasury's rulings. 
If this Court were to decline review and the Treas- 
ury's ruling position is ultimately sustained in a 
federal tax proceeding, petitioners would suffer the 
burden of lower rates (based on the assumption of 
eligibility for the federal tax benefits) and disallow- 
ance of those tax benefits. Moreover, if the California 
Public Utilities Commission's interpretation of Sec- 
tions 167(0 and 46(f) remains unreviewed while 
the Treasury continues to adhere to its position, the 
decision below is likely to be followed by other state 
regulatory bodies to the detriment of similarly- 
situated public utilities. The United States believes 
that the continued existence of this conflict between 
the Treasury and the state regulatory commissions 
threatens to work an enormous hardship upon the 
public utilities sector of the economy and to disrupt 
the stability of the capital markets as affected utilities 
must undertake borrowings to meet these large-scale 
federal tax obligations. 

STATEMENT 

These state public utility ratemaking cases uniquely 
present legal questions that solely involve the proper 
interpretation of two federal tax statutes. 

Section 167 (Z) of the Internal Revenue Code of 
1954, which was enacted'as part of the Tax Reform 
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Act of 1969, permits a regulated public utility to 
claim the benefits of accelerated depreciation if it had 
not previously done so on the condition that it use a 
"normalization method of accounting" for rate- 
making purposes. Section 46(f) of the Code, which 
was enacted in 1971 as part of the restoration of the 
investment credit, similarly conditions a utility's 
eligibility for the credit upon the computation of its 
cost of service for ratemaking purposes by ratably 
reducing such cost by the tax credit amortized over 
the useful lives of its assets. By requiring normali- 
zation of depreciation and ratable accounting of the 
investment tax credit, Congress sought to avoid the 
loss of federal revenues that would otherwise occur 
if these tax benefits were immediately "flowed 
through" to the current ratepayers thereby resulting 
in reduced rates and reduced taxable income. See 
H.R. Rep. No. 91-413 (Pt. 1), 91st Cong., 1st Sess. 
131-132 (1969); S. Rep. No. 91-552, 91st Cong., 1st 
Sess. 172 (1969); H.R. Rep. No. 92-533, 92d Cong., 
1st Sess. 26 (1971); S. Rep. No. 92-553, 92d Cong., 
1st Sess. 39 (1971). 

In these proceedings, the California Public Utilities 
Commission was acutely conscious of the need to 
preserve petitioners' eligibility for accelerated de- 
preciation and the investment credit It stated (J. 
App. B, 22A): 

Eligibility is the first issue to be determined. 
To render a decision which attempts to resolve 
these cases without regard for this issue might 
create problems for* these utilities, their rate- 

5 
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payers, the Commission, and the Courts that even 
exceed (both in scope and complexity) the pi'ob- 
lems that we are attempting to resolve in this 
decision. In the final analysis a loss of eligibility 
to the utilities would not only create service prob- 
lems (though certainly not of the scope described 
by Pacific's) but would create staggering finan- 
cial problems to be ultimately borne by the rate- 
payers whose interests we are attempting to 
redress. We believe that eligibility for these tax 
benefits should be maintained and proceed on 
this basis. 

The Commission thereupon took petitioners' accele- 
rated depreciation into account pursuant to a method 
of accounting it characterized as the "averaged an- 
nual adjustment" (AAA method) (J. App. B, 25A). 
It "believe [d] [that its] method [was] direct, simple, 
and in full compliance with the applicable federal 
law" so that [e]ligibility [for accelerated deprecia- 
tion] will be maintained * * •" (J. App. B, 27A). 
In taking the investment credit into account for 
ratemaking purposes, the Commission adopted a 
method that it believed "to encompass all the factors 
[it] desire [d]," which it characterized as "the annual 
adjustment" (2A method)  (J. App. B, 30A). 

Petitioners sought a continuation of the then- 
existing rates until such time as they could seek a 
ruling from the Internal Revenue Seii^ice as to 
whether the Commission's methods would preserve 
their eligibility for accelerated depreciation and the 
investment credit (J. App. B, 39A). Although the 
Commission acknowledged that "[w]e have here a 

6 
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case of first impression under the tax laws" (J. App. 
B, 40A), it rejected petitioners' request for delay on 
the ground that "an advance ruling within a reason- 
able time [was] not probable" (ibid.). It therefore 
concluded that the AAA and 2A methods of account- 
ing "maintain the eligibility of the utilities to use 
accelerated depreciation and ITC [investment tax 
credit] and comply with the requirements of the In- 
ternal Revenue Code relating to [petitioners]" (J. 
App. B, 49A-50A). 

The Commission reached its decision by a 3-2 vote. 
Of the three members in the majority, two con- 
curred noting that ''[t]he ultimate verdict on the 
validity of this decision will have to be made in the 
United States Supreme Court and the sooner that is 
accomplished the better off all participants will be" 
(J. App. B, 70A; emphasis in original). The two 
dissenting members were of the view that the Com- 
mission should have allowed petitioners a reasonable 
period of time to obtain a ruling from the Internal 
Revenue Service. They conchided that it was "impru- 
dent of the Commission not to exhaust available 
consultive procedures and thus safeguard the state 
against the catastrophic consequences of ineligibility" 
(J. App. B, 72A). 

Less than three weeks after the Commission issued 
its order, petitioners sought rulings from the Internal 
Revenue Service as to their eligibility for accelerated 
depreciation and the investment credit under the 
AAA and 2A methods devised by the Commission. 
Nine and ten months later, the Internal Revenue 
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Service issued letter rulings to petitioners respectively 
concluding that the AAA method was not a normal- 
ization of accounting under Section 167 (i) of the In- 
ternal Revenue Code (J. App. D', 95A-131A), and 
that the 2A method was inconsistent with the re- 
quirements of Section 46(f) of the Code (J. App. E, 
133A-142A). Accordingly, the Service concluded that 
the Commission's order destroyed petitioners' eligi- 
bility for accelerated depreciation and the investment 
credit. 

Upon reciept of the Internal Revenue Service's 
ruling with respect to accelerated depreciation, peti- 
tioners asked the Commission to join them in re- 
questing the Supreme Court of California (where 
petitions for review had been filed) to remand the 
cases to the Commission in light of the Internal 
Revenue Service ruling. The Commission declined, 
stating that the ruling "adds nothing new to these 
proceedings" (78-607 Pet. 15). 

The Supreme Court of California denied petitions 
for review,' One member of the court was of the 
opinion that the petition should have been granted 
(J. App. A, 1A-2A).' 

* Under California law, the California Supreme Court's 
order denying review was a decision on the merits. The juris- 
diction of this Court is therefore properly invoked under 28 
U.S.C. 1257(3). See People v. Western Air Lines, Inc., 42 
Cal.2d 621, 630, 268 P.2d 723, 728. appeal dismissed, 348 U.S. 
859 (1954). See also Napa Valley Electric Co. v. Railroad 
Commission, 251 U.S. 366 (1920). 

' The Internal Revenue Service's ruling with respect to peti- 
tioners' eligibility for the investment credit was issued on 

8 



43 

DISCUSSION 

These cases present federal tax questions of enor- 
mous potential fiscal significance to regulated public 
utilities that should be resolved by this Court. 

1. In FPC V. Memphis Light, Gas & Water Divi- 
sion, 411 U.S. 458, 459-461 (1973), this Court re- 
viewed the background that led to the enactment of 
Section 441 of the Tax Reform Act of 1969, Pub. L. 
No. 91-172, 83 Stat. 625, which added Section 167 (Z) 
to the Internal Revenue Code of 1954, Section 167, 
as originally enacted in 1954, permits a taxpayer to 
compute depreciation of its business assets either on 
a straight-line or accelerated basis. The straight-line 
method yields an equal annual depreciation allowance 
over the useful life of the asset. The accelerated or 
liberalized methods provide for depreciation allow- 
ances in the early years that are greater than the 
straight-line method but which steadily decrease over 
the useful life of the asset. 

Federal income taxes are properly included as an 
expense by a regulated public utility in computing its 
cost of service for ratemaking purposes (see 411 U.S. 
at 460 n.2). As originally enacted in 1954, the In- 
ternal Revenue Code provided no rules governing the 
manner in which a public utility was to compute its 
federal tax expense for ratemaking purposes if it 
elected to use accelerated depreciation.  Accordingly, 

July 27, 1978, two weeks after the California Supreme Court 
denied review of the Commiasion'a orders in these cases (J. 
App. A, 1A-2A; J. App. E, 133A). 

9 
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the regvilatory commissions required utilities using 
accelerated depreciation for tax purposes to use the 
same method for calculating their cost of service and, 
thus, to "flow through" the resulting tax savings to 
their customers {id. at 460). 

In 1969, Congress became concerned with the loss 
of tax revenues that resulted from the combined effect 
of accelerated depreciation (leading to higher tax 
deductions) and flow-through for fixing rates (lead- 
ing to lower rates and therefore lower gross reve- 
nues). As a result, Congress added Section 167(0 
to the Internal Revenue Code, which generally pro- 
vides that utilities that had not previously used ac- 
celerated depreciation could not do so unless they 
used the "normalization method of accounting" for 
ratemaking purposes. Under the normalization meth- 
od, a utility computes its cost of service as if it were 
using straight-line depreciation, and "must make ad- 
justments to a reserve to reflect the deferral of taxes 
resulting from the use" on its tax return of an 
accelerated method of depreciation. Section 167(0 
(3)(G), J. App. C, 82A-83A. In other words, the 
difference between the taxes actually paid and the 
higher taxes reflected as a cost of service for rate- 
making purposes is placed in a deferred tax reserve 
account. This method was designed to avoid giving 
the present customers of a utility the benefits of tax 
deferral attributable to accelerated depreciation and 
make the deferred taxes available to the utility for 
investment, 

10 
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The statute is silent as to how the deferred tax 
reserve is to be treated for ratemaking purposes. 
Treasury Regulations, Section 1.167(0-1(h) (6), J- 
App. C, 88A-93A, permits the reserve account to be 
excluded from the utility's base to which its rate of 
return is applied. The theory of this exclusion is that 
the amount of the deferred taxes is treated as an 
interest-free loan to the utility and that the utility 
is not entitled to a return on that part of its capital 
base that is not provided by its shareholders. How- 
ever, Section 1.167(0-1 (h) (6) (i) of the Regulations 
is explicit as to the proper amount of the exclusion 
from the rate base. It provides that "a taxpayer 
does not use a normalization method of regulated 
accounting if, for ratemaking purposes, the amount 
of the reserve for deferred taxes under section 167(0 
which is excluded from the base to which the tax- 
payer's rate of return is applied * * * exceeds the 
amount of such reserve for deferred taxes for the 
period used in determining the taxpayer's tax ex- 
pense in computing cost of service in such rate- 
making." 

The Commission's AAA method of accounting runs 
afoul of this explicit prohibition of the Regulations. 
It does not limit the exclusion to the utility's deferred 
tax reserve in the test year, i.e., the period used for 
computing the rate base and cost of service. To the 
contrary, the Commission's method provides for an 
exclusion from the rate base by the estimated aver- 
age of the deferred tax reserve for the test year and 
the three succeeding years.  Given the fact that peti- 

11 
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tioners continue to make additions to their plant (see 
J. App. B, 58A-59A), the Commission's method un- 
questionably results in an exclusion that "exceeds the 
amount of [the] reserve for deferred taxes for the 
period used," i.e., the test year. This is not a normal- 
ized method of accounting. See Treasury Regulations, 
Section 1.167(0-l(h) (6) (iv), Ex. (1), J. App. C, 
89A-90A. By hypothesizing a larger deferred tax re- 
serve than in fact exists, the Commission has re- 
quired a partial "flow through" of the tax deferral to 
the utilities' present customers in derogation of Con- 
gress' intent in enacting Section 167(0. 

2. The Commission's 2A method of taking the 
investment credit into account also thwarts the con- 
gressional purpose of providing a tax incentive to 
modernize plants by prohibiting the pass-through of 
the credit to the utility's current ratepayers. Thus, 
Section 46(f) provides that no investment credit will 
be allowed with respect to any public utility property 
if (1) the utility's cost of service for ratemaking pur- 
poses is reduced by more than a ratable portion of 
the allowable credit over the useful life of the prop- 
erty or (2) the utility's rate base for ratemaking 
purposes is reduced by reason of any portion of the 
allowable credit (see J. App. C, 76A). 

Here, the Commission's 2A method took a ratable 
portion of the investment credit into account in com- 
puting cost of service for the test year based upon 
projected capital additions. However, the Commission 
gave no recognition to the fact that if the utility has 
an increased credit based upon estimated capital addi- 

12 
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tions for succeeding years, it necessarily also has 
increased depreciation expenses and an expanded rate 
base. By freezing petitioners' depreciation and rate 
base at test year levels but increasing the credit (and 
thereby reducing the cost of service) for succeeding 
years, the Commission has reduced the cost of service 
"by more than a ratable portion of the credit allow- 
able" in contravention of Section 46(f) (2) (A). The 
result will be disallowance of petitioners' claimed 
investment tax credits. 

3. In urging review of the decision below, we are 
not unmindful of the fact that this Court generally 
grants certiorari in federal tax cases only where 
there is a conflict of decisions. See, e.g., opinion of 
Mr. Justice Stevens respecting the denial of the 
petition for certiorari in Singleton v. Commissioner, 
No. 78-78 (Oct. 30, 1978), slip op. 4. Here, the 
federal tax questions presented are concededly tech- 
nical and have been addressed only by the decision 
below in a state ratemaking proceeding and by the 
Commissioner of Internal Revenue in private letter 
rulings to petitioners. Normally, these facts would 
call for further development of the questions by the 
federal courts prior to this Court's exercise of its 
discretionary review. 

But these are unusual cases. As matters now stand, 
the decision below and the Internal Revenue Service 
are on a collision course that threatens the financial 
stability of all regulated public utilities in California 
and potentially affects other similarly-situated com- 
panies.  If, as we submit, 'the decision below is based 

13 
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on erroneous interpretations of the applicable federal 
tax law, a delay in establishing that fact with finality 
will result in the simultaneous subjection of the utili- 
ties to lower rates based upon the false assumption of 
eligibility for substantial tax benefits and the dis- 
allowance of those benefits. Thus, the resolution of 
the conflict between the decision below and the In- 
ternal Revenue Service cannot practicably await the 
outcome of the federal tax litigation with respect to 
the deficiencies that inevitably will ensue. A decision 
with such far-reaching impact upon a vital sector of 
the nation's economy calls for review by this Court. 

CONCLUSION 

The petitions for a writ of certiorari should be 
granted. 

Respectfully submitted. 

NOVEMBEE 1978 

WADE H. MCCREE, JR. 
Solicitor General 

STUART A. SMITH 
Assistant to the Solicitor General 
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IN THE 

OCTOBER TERM, 1978 

No. 78- 

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY, 
_    Petitioner, 

V. 

THE PUBLIC UTILITIES COMMISSION OP THE STATE OP 
OP CALIFORNL\, ET AL., 

Respondents. 

PETITION FOR A WRIT OF CERTIORARI TO THE 
SUPREME COURT OF THE STATE OF CALIFORNIA 

Petitioner, The Pacific Telephone and Telegraph 
Company, respectfully prays that a writ of certioraii 
issue to review the judgment of the Supreme Court of 
California entered on July 13, 1978, upholding the de- 
cision of the California Public Utilities Commission 
entered on September 13, 1977. 

OPINIONS BELOW 

. The final judgment of the California Supreme Court 
(App. A, p. lA) is reported at 21 Cal. 3d, Ofificial Ad- 
vance Sheets, No. 21, minutes, p. 3 (1978). The judg- 
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ment was entered witliout opinion, one judge dissent- 
ing from the Court's refusal to issue a writ of review. 
The decision of the California Public Utilities Com- 
mission (App. B, pp. 3A-74A) is as yet unreported. 

JUHISDIcnON 

The judgment of the California Supreme Court was 
entered July 13, 1978. The jurisdiction of this Court 
is invoked under 28 U.S.C. § 1257(3). 

QUESTIONS PflESENTED 

1.  Did the California Public Utilities Commission 
violate the provisions of the Internal Revenue Code 
§§ 46(f) and 167 (Z), and therefore the Supremacy 
Clause of Article VI of the United States Constitu- 
tion,. by requiring petitioner to pass on to its custo- 
mers^ f^deraFtax]^OTeHte^]oF^c^^ 
and investment tax credits, when petitioner is forbid- 
den by federal law to receive such tax benefits if it 
passes them on rather than having them available, as 

••   •        I ' I       ••••    •     I •    I —••!*•   I.   • I —    • •   r«Mi— III • •    • • I     !•• ••»•• M       ••••-•      I ^ 

Congress contemplated, for capital investment T 

2. Did the California Public Utilities Commission 
deprive petitioner of its property without due process 
of law in violation of the Fourteenth Amendment: (a) 
by reducing rates on the basis of outdated financial 
estimates when actual data more favorable to petitioner 
were before the Commission, in violation of this Court's 
ruling in West Ohio Gas Co. v. Public Utilities Com- 
mission, 294 U.S. 79 (1935) ; (b) by making rates on 
the assimiption that petitioner was eligible for accel- 
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era ted depreciation and the investment tax credit, 
when the Commission's ratemaking methods them- 
selves destroyed that eligibility 1 

CONSTITUnONAL AND STATUTORY PROVISIONS INVOLVED 

Article VI and the Fourteenth Amendment to the 
Constitution; pertinent provisions of the Internal Rev- 
enue Code of 1954, 26 U.S.C. §§ 46(f), 167(a), 167(Z), 
167 (m) ; and the Treasury Regulations ^;hereunder, 26 
C.F.R. §§ 1.167(Z)-l(a) (l),-l(li) (1), (6), are reprinted 
in Appendix C, pp. 75A-93A. 

STATEMENT 

This case arises from a conflict between federal 
tax policy as enacted into law by Congi'ess in 1969, 
1971 and 1975, when it set conditions on the use 
of accelerated depreciation and the investment credit 
by regulated public utilities, and state ratemaking pol- 
icy regarding those federal tax benefits, as ordered by 
the California Public Utilities Commission ("Commis- 
sion") and the California Supreme Court. 

Petitioner, The Pacific Telephone and Telegraph 
Company ("Pacific")t is a California corporation en- 
gaged in the business of rendering telephone service in 
the State of California. As such, its intrastate rates 
and services are subject to regulation by the Commis- 
sion, pursuant to the California Public Utilities Code. 

Under the Internal Revenue Code, Pacific cjannot 
be eligible for the tax benefits of accelerated deprecia- 
tion and the investment credit unless its rates are 

3 
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established in a manner consistent with ratemaking 
standards prescribed under §§ 167(Z) and 46(f). 

The decision of the Commission, as upheld by the 
California Supreme Court, reduced Pacific's intrastatc 
telephone rates by adopting new ratemaking methods 
with respect to these federal tax benefits/ California's 
jatemaking methods misinterpret the requirements for 
eligibility for those tax benefits. After studying the 
Commission's decision, the Internal Revenue Service 
has issued formal rulings that these tax benefits will 
not be available to Pacific if the Commission's decision 
is placed in effect. Thus, if the Commission's order be- 
comes final. Pacific will face a federal tax liability in 
excess of one billion dollars. 

A. Legislallvo Backgrcund 

Congress first allowed the use of accelerated methods 
of depreciation for federal income tax purposes in 
1954, when it enacted § 167(b) of the Internal Revenue 
Code. The effect of accelerated depreciation, as con- 
trasxed with straight-line depreciation, is to produce 
higher deductions and lower income taxes in the 
early years of an asset's life, and to produce lower 
deductions and, <Jonsequently, higher income taxes in 
later years. Accfilerated^gpreciation thus acts to defer 
federal taxes from early years to later years, leaving 

•The Commission decision also applies to General Telephone 
Company of California ("General"). General also intends to peti- 
tion this Court for certiorari. General and Pacific have filed a 
separately bound Joint Appendix, referred to herein as "App." 
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funds with the taxpayer available for investment dur- 
ing the intervening period. This is what Congress in- 
tended: "The faster tax writeoff would increase avail- 
able working capital and materially aid growing busi- 
nesses in the financing of their expansion." H.R. Rep. 
No. 83-1337, 83d Cong., 2d Sess. 24 (1954). 

As originally enacted, the 1954 Code contained no 
special provisions relating to the treatment of accel- 
erated depreciation for regulated utUitres. In the ab- 
sence of explicit federal limitations on regulatory agen- 
cies, the stated Congressional intent of stimulating the 
economy by fostering capital formation was partially 
thwarted in ensuing years. Since federal income tax 
expense represents an element of cost of service for 
ratemaking purposes, sonie^ regulatory agencies treated 
the tax deferral resulting from accelerated deprecia- 

_tion as a reduction in cost of service, and therefore 
lowered rates. In this wav, tlie agencies immediately 
passed through to customers the amount of the current 
tax deferral.^ This practice, known as "flow-through" 
ratemaking, prevented the accimiulation and invest- 
ment of capital that Congress had intended when it 
enacted the 1954 Code. By reducing the utility's in- 
come the practice also reduced the amount of federal 
taxes to be paid. 

In response to what Congress saw as an undesirable 
trend toward flow-through ratemaking,_ § 167 was 
amended as part of the Tax Reform Act of 1969.' 

»Tax Reform Act of 19G9, Pub. L. No. 91-172, § 441(a), 83 SUL 
625 (1969). See Federal Power Comm'n v. Memphis Light, Gas 
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Under newly-enacted § 167(0, a utility sucb as Pacific 
which had not previously used accelerated depreciation 
for federal tax purposes could thereafter use acceler- 
ated depreciation only (1) if the utility used the "nor- 
malization" method of accounting in its books of_ac- 
count and (2) if the regulatory agencjr used tho npr-^ 
malization method in setting rates.* 

Under normalization as prescribed by the Code and 
Regulations, (1) a utility's tax expense"for ratemaking 
purposes must be computed as though "normal" (i.e., 
straight-line) depreciation were being used for tax 
purposes; (2) the full amount of the deferred taxes 
{i.e., the difference between tax expense computed first 
using accelerated and then using straight-line depre- 
ciation) must be reflected in a reserve and thus be avail- 
able for capital investment; and (3) the regulatory 
agency may not exclude from rate base an amount 
greater than the amount of the reserve for the period 
used in determining the tax expense as part of cost of 
service/ 

end Water Dxv., 411 U.S. 458, 461 (1973); H.R. Rep. No. 91-413 
(Pt. 1), 91st Cong., 1st Sess. 131-134 (1969); S. Rep. No. 91-552, 
91st Cone., Ist Sess. 171-176 (1969). 

• Normalization accounting for deferred taxes is required for the 
financial reports of non-regulated businesses under generally ac- 
cepted accounting principles. A.P.B. Opinion No. 11 (December 
1967). 

•I.R.C. § 167(0 (3) (G); Trcas. Reg. § 1.167(Z)-l(h)(l), (6; 
(App. C, pp. 82A, 86A, S8A). Essentially, the same normalization 
requirements govern Pacific's eligibility to depreciate its property 
using shorter lives under the asset depreciation range system and 
the class life system. See I.R.C. § 167(m); Treas. Reg. §§ 1.167(a)- 

6 
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By allowing utilities such as Pacific to use acceler- 
ated depreciation only if normalization were follov/ed, 
Congress had two principal objectives: First, to assure 
that the deferred taxes derived from accelerated de- 
preciation would be available to the utilities as invest- 
ment capital, and second, to avoid the additional loss 
of federal tax revenues that results when flow-through 
ratemaking is imposed.* 

Two years after enacting § 167(0, Congi-ess adopted 
a new investment tax credit, also designed to provide 
capital to stimulate modernization and expansion.* The 
investment credit is a direct dollar-for-dollar offset 
against taxes. It is earned in the year certain types of 
depreciable property are first placed in service. As 
with accelerated depreciation, Congress made the avaiJ.- 
ability of the credit to public utilities such as Pacific 
conditional on strict adherence by regulatory agencies 
to ratemaking standards prescribed in the Internal 

11(b)(6), 1.167(a)-12(a)(4)(iii). For purposes of this petition, 
reference to accelerated depreciation includes these other deprecia- 
tion systems as well. 

* The federal government's tnx revenue loss from flow-through 
ratemaking results first, from the utilities' use of accelerated de- 
preciation itself, and second, from the reduction in the utilities' 
taxable income because of lower revenues under flow-through rate- 
making. It was the revenue loss attributable to the latter factor 
that Congress found unacceptable. See H.R. Rep. No. 91-413 (Pt. 
1), 91st Cong.. 1st Sess. 132 (19G9). 

* Revenue Act of 1971, Pub. L. 92-178, § 105(e), 85 Stat. 503. 
See H.R. Rep. No. 92-533, 92d Cong., 1st Sess. 23-2G (1971). The 
1971 Act established a 4 percent investment credit for public 
utility property used to furnish telephone service; the level of the 
credit was changed to 10 percent as part of the Tax Reduction Act 
of 1975, Pub. L. No. 94-12, § 301(a), 89 Stat. 26. 
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Revenue Code. By enacting what is now § 46(f)/ Con- 
gress intended to achieve a result "essentially similar** 
to the normalization rules relating to accelerated de- 
preciation/ 

B. Proceedings Below 

Pacific did not use accelerated depreciation in com- 
puting its federal income tax until after tlie passage 
of the Tax Reform Act of 1969 and thus can be eligible 
only if its rates are made using normalization. In 1970, 
the Commission held it would thereafter set Pacific's 
rates under normalization, stating tha^^^^^i^ now" 
be futile to conside^r the relative merits of Jlpw-through 
and normalization" i2e Pacific Tel. db Tel. Co., 71 CaL 
PTLf^cTbio, 594 (1970). The Supreme Court pf^Cali- 
fornia, however, annulledlhis order, suggesting that 

' the Commission invent a "fictitious factor'* and there- 
by "strike^ balance^between [the] two extremes" of 
flow-through and normalization. City and County of 
San Frwncisco v. Public Utilities Com/mission, 6 Cal. 
3d 119, 130, 490 P.2d 798, 804 (1971). 

In 1973, a new rate proceeding was initiated and in 
1974 the Commission granted a rate increase. The 
Commission again concluded that only strict adherence 
to the ratemaking requii-ements of the Internal Reve- 
nue Code would preserve eligibility for the federal tax 

* This provision was originally enacted as § 46(e) in 1971, but 
was rcdesignated as § 46(f) under the Tax Reduction Act of 1975. 

• I1.K. Rep. No. 92-533, 92d Cong. 1st Sess. 25 (1971); S. Rep. 
No. 92-437, 92d Cong., Ist Sess. 38 (1971). 

8 
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very tax benefits it was ordered to pass on to its custo- 
mei*s." The Commission also rejected a reconmienda- 
tion by the Administrative Law Judge in his proposed 
report that a 180-day period be allowed before the 
order was placed in effect so rulings from the Internal 
Eevenue Service could be obtained.*' 

Pacific proceeded promptly to submit ruling appli- 
cations to the Internal Revenue Service to determine 
eligibility. Pacific requested the Commission to partici- 
pate before the Internal Revenue Service so that its 
position would be fully stated, but tlie Commission 
(two members dissenting) refused." 

On June 8 and July 27, 1978, the Internal Revenue 
Servic3 issued rulings that, if the Commission's de- 
cisionis^pla^^n effect, Pacific wiU_forfeiti^ 
bility for_¥o^_acceleratedjd^^ (App. D, pp. 
95A-115A) and the investment credit (App. E, pp. 
133A-142A). Immediately a.fter the issuance of the first 
ruling, Pacific requested the Commission to reconsider 
its decision in light of the position of the Internal 
Revenue Service. The Commission refused." 

Pacific had petitioned the California Supreme Court 
for review before the Internal Revenue Service rulings 

" E.g., Ex. 7; Post-hearing Brief, pp. 5-47; Application for Re- 
hearing, pp. 10-21. Pacific also raised below the Constitutional argu- 
ments here asserted. E.g., Ex. 7, pp. 24-25; Prehcaring Memoran- 
dum on Refund Plans, pp. 4-7; Post-hearing brief, pp. 48-74; 
Application for Rehearing, pp. 17-28. 

" Proposed Report, January 19, 1977, pp. 38-39,42. 

" Cal. P.U.C, Decision No. 88215 (December 6, 1977). 

" Cal. P.U.C, Decision No. 88972 (June 14,1978). 

11 
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were issued." The California Supreme Court denied 
Pacific's petition for review on July 13, 1978." Under 
California law, the California Supreme Court's action 
COTistitutes an affirmance on the merits." The Commis- 
sion has granted a stay of its decision while review is 
being sought in this Court. 

REASONS FOR GRANTOR THE WRIT 

I 

The California Decision Is Direcily Al Odds Wilh THe PlaLi Mean- 
ing And Purpose Of The Federal Tax Laws, V^lh The Treasury 
Regulalions Iznplexnenling Those Laws. V/ilh The Position 0^ 
The Internal Revenue Service And, Therefore. "Wilh The 
Supremacy Clause Of Article VI 

In the area of federal taxation, as in other areas of 
primary federal competence, the States are obliged by 
the Constitution to abide by national law. Art. VI of 

" Pacific urged that the Commission's decision conflicted with 
the eligibility requirements provided under the Internal Revenue 
Code, conflicted with Article VI of the United States Constitution, 
and denied due procejjs in violation of the Fourteenth Amendment 
Petition for Writ of Revie\v in the California Supreme Court, pp. 
5-6, 11-71; Reply Brief of Pacific in the California Supreme Court, 
pp. 4-33. 

" Pacific had Informed the California Supreme Court that rul- 
ings Avcrc being sought from the IRS and requested, inter alia, 
that the Court defer its decision until after the rulings were issued. 
The IRS ruling on accelerated depreciation, which was issued on 
June 8, 1978, was submitted to the California Supreme Court on 
June 9, 1978. The IRS niling relating to the investment credit 
was Issued on July 27, 1978, after the California Supreme Court 
denied review. 

" People v. Western Air Lines, Inc., 42 Cal. 2d 621, 630, 268 
P.2d 723, 728, appeal dismissed, 348 U.S. 859 (1954). 

12 
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the Constihttion. In this instance, California has mis- 
interpreted federal statutes thereby frustrating the 
basic Congressional purposes. Intervention by this 
Court is necessary to preserve federal policy and to 
ensure compliance wth federal standards by Cali- 
fornia and other States when they interpret the same 
law. 

y^he federal laws involved here do not compel a state 
commission to authorize a public utility-to take accel- 
erated depreciation or investment credit. The federal 
laws do, however, impose conditions on eligibility. If 
eligibility is to be preserved, the commission must al- 
low the utility to retain a specified portion of the cur- 
rent tax deferrals or savings for investment purposes 
and must not deplete the tax benefits by reductions of 
the utility's rates." The purpose of the federal laws 
was to assist the economy by stimulating investment 
while maintaining the level of federal tax collections," 

'•In Mem-phis Light, Gas & Water Div. v. Federal Power 
Comrn'ri. 4G2 F.2d 853. 856-60 (D.C. Cir.), cert, denied on this 
issue, 409 U.S. 941 (1972), the Court of Appeals for the District 
of Columbia Circuit ruled, in a related context, that the Tax 
Reform Act of 1969 deprived a regulatory agency of the power 
to set a utility's rates by imputing accelerated depreciaition 
with flow-through. Relying on clear statements of congressional 
purpose, the Court held that unless the regulatory agency was 
willing to place the utility on straight-line depreciation for tax 
purposes nnd set rates accordingly, it was required to follow the 
normalization treatment of accelerated depreciation for ratemaking 
purposes. 

'• See, e.g., S. Rep. No. 92-437, 92d Cong., 1st Sess. 35-41 (1971); 
S. Rep. No. 91-552, 91st Cong., 1st Sess. 171 (1969); H.R. Rep. 
No. 83-1337, 83d Cong., 2d Sess. 24 (1954). 

13 
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and not to provide short-run reductions in consumer 
costs." 

Starting in 1970, the Commission assured Pacific 
that it would be eligible for accelerated depreciation.** 
Pacific has filed its tax returns claiming the benefits 
and now finds its eligibility retroactively jeopardized 
at least back to 1974. The Commission has claimed to 
satisfy the federal conditions in determining Pacific's 
rates. Having made this undertaking^to. comply with 
federal law, the Commission—and the California Su- 
preme Court adopting its decision—are bound by the 
terms of that law. Tlie Supremacy Clause demands no 
less. **[A] State is without power by reason of the 
Supremacy Clause to provide the conditions on which 
the Federal Government will effectuate its policies. 
Whether the federal policy is a wise one is for the 
Congress and the Chief Executive to determine." 
United States v. Georgia Public Service Comviission, 
371 U.S. 285, 293 (1963). 

A decision such as the Commission's in this case 
reduces current federal tax collections contrary to 
Congressional policy, and the economic stimulation re- 
sulting from the capital formation Congress sought is 

*" If rates are maintained under normalization, in the long run 
they will be lower than under flow-through accounting. Tr. 889; 
1973 Tr. 573-574, 647-648, 2157} E.x. 27. 

"Decision No. 77984, 71 Cal. P.U.C. 590 (1970), reversed. City 
and Cmmty of San Francisco v. Public Vtils. Comm'n, 6 Cal. 3d 
119, 490 P.2d 798 (1971); Decision No. 83162, 77 Cal. P.IT.C. 117 
(1974), reversed in part. City of Los Angeles v. Public Vtils. 
Comm'n, 15 Cal. 3d 680, 542 P.2d 1371 (1975). 

14 
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frustrated, first by the impact of the partial flow- 
through of the tax benefits and ultimately by ineligi- 
bility. The effect of lost eligibility is the imputation of 
the tax benefits for ratemaking with partial flow- 
through since J974." These results create a serious ''ob- 
stacle to the accomplishment and execution of the full 
purposes and objectives of Congress." Hines v. Dcb- 
vidowitz, 312 U.S. 52, 67 (1941)." 

A. Accelerated Dspeclalion. 

Pacific can only be eligible to use accelerated methods 
of depreciation for federal tax purposes if its rates are 
made using normalization. To explain how the Cali- 
fonu'a AAA method destroys that eligibility it is nec- 
essary to understand normalization ratemaking. 

The utilit}"-'? rates are set to permit it sufficient rev- 
enue to cover (a) its itemized expenses, plus (b) a rea- 

" While we focus primarily on the AAA and 2A, the decision 
also directly imposed rate reductions hascd upon imputed accele- 
rated depreciation with flow-tlirouiih as to certain prc-1970 prop- 
erty, even thouRh Pacific was entitled to straight line depreciation 
for such proDcrtv hv 5 167(i)(l). ^ce Federal Power Comm'n v. 
M-mpHs JAriht, Gas & Water Div.. 411 U.S. 458, 467 (1973). where 
this Court stated: "a utility using straipht-line depreciation with 
respect to its pre-1970 property could not switch to accelerated 
depreciation, nor could a utility be required to switch to flow- 
through with respect to pre-1970 property." This alone created 
$43.5 million in refunds and a $5.5 million ongoing rate reduction 
(App. B, pp. 31A-32A). 

-* See S. Rep. No. 91-552, siipra at 173-174; Staff of Joint Comm. 
on Internal Revenue Ta-xation, 91st Cong., 2d Sess., General Ex- 
planation of the Tax Reform Act of 1969 at 152 (Comm. Print 
1970) ; cf. Memphvi Light, Gas (& Water Div. v. Federal Power 
Comm'n, 402 P.2d 853 (D.C. Cir. 1972), ceri. denied on this issue, 
409 U.S. 941 (1972). 
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sonable return on investment (i.e., the rate of return 
times the rate base). Federal income tax is one of 
the itemized expenses. To meet the normalization re- 
quirements, federal tax expense is computed using 
.straight-line depreciation. Then, to determine the taxes 
deferred, that same tax expense is recomputed using 
accelerated depreciation. The difference between the 
two tax computations is the amount of taxes deferred 
that year and this amount is placed in a reserve for 
deferred taxes." 

The normalization rules provide that the balance in 
the reserve for deferred taxes may be used to reduce 
the rate base." Thus the current period's deferred taxes 
appear first, as part of the itemized tax expense and 
second, as the most recent addition to the balance in 
the reserve which is used to reduce rate base. To keep 
this synchronized and prevent flow-through, the Regu- 
lations limit the deduction from rate base to "the re- 
serve for deferred taxes for. the period used in deter-" 
mining the tax expense in computing cost of service".*" 

"I.R.a § 167(0(3)(G); Trcas. Reg. § 1.167(Z)-l(h)(l), (2;. 
. "Trcas. Reg. §§ l.lG7(i)-l{a), 1.1G7(0-I(h)(6). Congress dele- 

gated special authority for the Secretary to promulgate regulations 
to carry out the "purposes" of Section lG7(i). I.K.C. § 1G7(0(5). 
This delegation i.s in addition to the Secretary's general authority 
to issue interpretive regulations. I.R.C. § 7805. 

"Trcas. Reg. § 1.167(/)-l(h)(G). If the exclusion from the rate 
base is so limited, the resulting decrease in revenues merely pre- 
vents the utility from earning a return on the portion of its operat- 
ing assets financed with deferred taxes. If an excessive amount is 
excluded from the rate ha.sc through overstating the deferred tax 
reserve, however, the cflfcct is to flow through a portion of the de- 
ferred taxes, thereby defeating normalization. 
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A part of the ratemakiiig process which is unrelated 
to the computation of either the itemized tax expense 
or deferred tax reserve but which is relevant to under- 
standing the Commission's decision is the "gross up" 
process. If, for example, the revenue from existing 
rates covers only tlie itemized expenses, then multiply- 
ing the rate of return times the rate base would give 
the amount of net revenue increase needed to achieve 
the authorized return. To compute the -gross reveniae 
needed to achieve that net revenue, the procedure in 
California has been to multiply the net revenue needed 
by a "net-to-gross multiplier". This multiplier has com- 
ponents to account for the effects of uncollectables and 
state and federal taxes.** 

The California AAA reduced the rate base for the 
test year by the average of the deferred tax reserve 
for the test year plus the succeeding three years." The 
reserve balances in each succeeding year increased, so 
that the four-year average far exceeded the reserve for 
the test year. This violated Treas. Reg. $ 1.167(O-l(Ii) 
(6). Indeed, Example (1) in that Regulation explicitly 
shows the California AAA method to be inconsistent 
with the normalization requirements." 

"See Table 1 to the decision, notes 5 and 6 (App. B, pp. 56A- 
57A). 

"The decision does not state why it chose a four-year period. 
Had it elected to xisc a longer •period for the average it would 
accomplish 100% flow-tlirough. 

»• Treas. Reg. § 1.1G7(0-I(h)(6)(iv), Example 1. In that exam- 
ple, rate base, tax expense and cost of service arc determined for 
a single test year, as is true under AAA. The example holds that, 
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The Commission asserts that it has met the require- 
ments of the Regulations by also computing tax ex- 
pense in the cost of service for the same four-year 
period (App. B, p. 27A). But this it has not done. Its 
computations arc set out in Table 1 of the decision 
(App. B, pp. 56A-5TA) and show the Commission 
merely computed the net revenue reduction associated 
with the larger deduction from rate base and then con- 
verted that to a gross revenue reduction by applying 
the net-to-gross multiplier. It did not compute the 
itemized tax expense for the three later years. 

Thus the AAA fails. The itemized tax expense for 
the three years after the test 3-ear is ignored, and the 
additional deferred taxes included in the four-year 
average reserve have not been included in the itemized 
tax expense for the test year. Thus, the reserve bal- 
ance used does not relate to the "period used in de- 
termining . . . tax expense in computing cost of ser- 
vice." The net-to-gross multiplier does not enter into 
the computation of the tax deferral and its use cannot 
form a basis for eligibility. Indeed if the gross up 
process is all that is needed to preserve eligibility, 
every method of excessively reducing rate base would 
pass muster and the statute and regulations would be 
a dead letter. 

if the amount of deferred taxes excluded from raV: base exceeds 
tlie balance in the deferred tax reserve at the end of the test year, 
as is true under AAA, the utility is not following the normaliza- 
tion method of accounting (App. C, p. 89A). 

18 



72 

B. Inveslment Credit. 

It is equally clear that the Commission's 2A method 
will result in loss of eligibility for the investment 
credit. Section 46(f) (2) of the Internal Revenue Code 
places precise limits on the amount of the credit which 
may be flowed through to consumers. Under that sec- 
tion, eligibility for the credit can be maintained only 
if the credit is flowed through as a reduction in cost 
of service no more rapidly than ratably over the period 
for which depreciation expense is recognized on the 
property that produced the credit. In addition, to as- 
sure that there is not excessive flow^-through, section 
46(f)(2) provides that the rate base may not be re- 
duced by reason of any portion of the credit. 

The 2A method automatically reduces rates at the be- 
ginning of each year after the test year. For each year 
after the test year, the method reduces Pacific's test- 
year cost of service by a ratable portion of the esti- 
mated amount of investment credit to be received for 
the subsequent year. However, the method freezes Pa- 
cific's depreciation expense and rate base (as well as 
other figures) at test-year levels, notwithstanding Pa- 
cific's grow^th in each year after the test year. Thus, 
each annual reduction in cost of service exceeds the 
limits of section 46(f)(2) because cost of service is 
reduced not only by a ratable portion of the new in- 
vestment credit but also by exclusion of the additional 
depreciation expense on the property which produced 
that credit. Moreover, in each year that 2A applies, 
there is an impermissible reduction in rate base, because 
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the additional investment which produced the credit 
is entirely excluded from the rate base." 

Although the Commission's decision professes to pre- 
serve eligibility for the federal tax benefits, the Com- 
mission openly admits that its ratemaking methods are 
a compromise between established normalization prin- 
ciples and full flow-through (App. B, p. 27A, citing 
6 Cal. 3d 119, 130-31 [490 P.2d 798, 804]). But the 
specific ratemaking standards prescribed by the In- 
ternal Revenue Code do not permit any compromise. 
Nor can it be said that the Commission has narrowly 
missed preserving eligibility; its misinterpretation of 
the federal standards is egregious. Under the Califor- 
nia interpretation, $55 million of the tax benefits are 
ordered to be flowed through each year, contrary to 
Congressional policy and the Code provisions. 

In sum, the Commission has based its decision on an 
erroneous application of federal laws and the decision 
itself will have direct and far-reaching effects under 
those laws. The frustration of federal policy and ir- 
reparable harm flowing from this error can be pre- 

** For example, assume that in a year followinp: a tost year 
Pacific acquifod property for $100,000,000. with a useful life of 20 
years, producing an investment credit of $10,000,000 and additional 
annual depreciation expense of $5,000,000. Under 2A, cost of serv- 
ice for the year of acquisition would be reduced not only by 
$500,000 ($10,000,000 H- 20) by reason of ratable amortization of 
the investment credit, but also by the exclusion from cost of service 
of the additional depreciation expense of $5,000,000. Moreover, 
no portion of the $100,000,000 investment in property which pro- 
duced the credit would be included in the rate base. 
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vented only by a decision of this Court and a remand 
of the case so that rates may be set in conformance 
with the eligibility requirements of the federal laws. 

n 
The Case Presenls Imporlant IBSUBS AS TO The Proper Relaiiocship 

Between The Federal Tax Laws And Slale Regxilalorv' Policy. 
If The California Decision Is Lefl Standing. Federal Policy 
Will Be Fruslraled And The Consequences To The Petitioner, 
To Olher Public Utililies« And To Consiimers Throughoul The 
Connlzy Will Be Devastating And Irreparable 

Even when viewed in its narrowest perspective, the 
effect on Pacific and its ratepayers, this case is of im- 
usual importance. Pacific faces Avhat is probably the 
largest back tax liability in histor}'. If the Commis- 
sion's rates are placed into effect and Pacific's eligi- 
bility under §§ 46(f) and 167(Z) of the Code is de- 
stroyed, Pacific will owe federal taxes, excluding in- 
terest, of at least one billion dollars." 

•• The accelerated depreciation tax deferrals and the tax credits 
attributable to the intrastate portion of Pacific's business arc: 

Reserve for Investment Annual 
Deferred Taxes 

$ 91,017,000 

Tax Credit 

$ 24,901.000 

Total 

1974 $115,918,000 
1975 108,494.000 62,157,000 170,651,000 
1976 117,880.000 75,014.000 192.894,000 
1977 129,800,000 88,200,000 218.000.000 
1978 (est.) 141,800.000 93.800.000 235,600,000 
1979 (est.) 139,900,000 113,100,000 253,000,000 

Total $728,891,000 $457,172,000 $1,186,063,000 

The combined total, exclusive of interest, is the amount of the tax 
deficiency if the.decision below is inconsistent with eligibility. 
(Figures are from Ex. lOA through 1976; the actual figure re- 
corded is shown for 1977; 1978-1979 figures arc estimated.) 

21 



75 

The effect on Pacific and the people that depend upon 
its service will be devastating. The amounts attributa- 
ble to the accelerated depreciation tax deferral and the 
investment credits have been invested in plant and 
equipment, as Congress intended, and are not available 
to pay the back tax liability. The uncontradicted evi- 
dence below established that borrowing enough money 
to finance that liability, Pacific's only alternative, 
would exhaust Pacific's ability to borrow (Ex. 9, pp. 26- 
32). The ability to sell common equity has already been 
impaired, for Pacific's stock sells at only about two- 
thirds of book value." No common equity has been sold 
since 1973. Standard and Poor's rating of Pacific's debt 
securities has fallen precipitously since 1973, resulting 
in dramatically increased cost of debt and limiting 
Pacific's ability to siistain its capital investment pro- 
gram- 

In examining the consequences if Pacific's eligibility 
were destroyed, the uncontradicted evidence established 
that Pacific would then be unable to meet the demand 
for telephone service (Ex. 9, pp. 31-32; Ex. 11, pp. 4- 
18) ; many orders for new or changed service could not 
be met and within a year 275,000 customers would be 
waiting for service (Ex. 11, pp. 11-12) ; existing facili- 
ties would be clogged and many local and long distance 
calls would be delayed or go uncompleted (Ex. 9, pp. 
26-34; Ex. 11) ; and Pacific would be forced to lay off 
at least 12,500 employees, creating a ripple effect caus- 

** At the time of trial book value was $20.36 per share [it is 
now over $22.00]. The stock is traded on the New York and Pacific 
Exchanges. Ex. 9, p. 14. 
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ing layoffs by suppliers (Ex. 11, p, 10). The destruc- 
tive effect on telephone service wonld unquestionably 
injure the entire California economy. 

The Commission understood this and quite correctly 
found that loss of eligibility would "not only create 
service problems .. . but would create staggering finan- 
cial problems." This would ultimately result in "stag- 
gering rate increases" (App. B, p. 22A). Indeed, an 
appreciation of the problems led two of the three ma- 
jority Commissioners to state, in a separate concur- 
rence, that "the ultimate verdict on the validity of this 
decision will have to be made in the United States 
Supreme Court and the sooner that is accomplished the 
better off all participants will be" (App. B, p. 70A). 

Petitioner is caught in the middle. The State of Cali- 
fornia holds that its action preserves eligibility under 
the federal tax statutes; the federal agency charged 
with administering those statutes has ruled that it does 
not. Eligibilit}'- is not within petitioner's control, for it 
is dependent upon the manner in which the Commis- 
sion sets the rates. 

If the decision below becomes final and the rates 
which it mandates are placed into effect, the situation 
will be irreversible. The Conunission does not appear 
to have the authority to correct its ratemaking retro- 
actively even if that were permitted under the Code." 

"See City of Los Av.geles v. Public UtUs. Comm'n, 15 Cal. 3d 
680, 705-707, 542 P.2d 1371, 1388-1389 (1975): Pacific Tel. & Tel. 
Co. V. Public mils. Comm'n, 62 Cal. 2d 634, 401 P.2d 353 (1965); 
I.B.C. § 46(f)(4); Trcas. Reg. § 1.167(0-1 (h)(4). 
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The Internal Revenue Service audit process lags sev- 
eral years boliind the filing of the tax returns. Pacific's 
returns for 1974 and later years have not, as yet, been 
audited. If the decision below becomes final, the In- 
ternal Revenue Service will pursue the audit process 
that will ultimately lead to assertion of the tax defi- 
ciencies. By the time that process is concluded and, as 
Pacific believes will be the case, eligibility is determined 
to have been destrovcd, there will be-no means of un- 
doing the harm and by then the tax liability will have 
grown to two billion dollars. 

The potential impact of the present case reaches far 
beyond the parties involved. Other utilities in Califor- 
nia are already being subjected to orders with similar 
effect," and other state ratemaking agencies are follow- 
ing the present proceedings closely, for some have only 
reluctantly met the eligibility conditions set by Con- 
gress for accelerated depreciation and the investment 
credit." Since the effect of the decision below is to re- 
duce rates in the short run, regulatory agencies 
throughout the country will find themselves under 
pressure to take similar actions if the Commission's 

" E.g., Sierra Pacific Power Co., Decision No. 88337 (Cal. P.U.C. 
January 17, 1978). 

"Sfe, e.g.. Re South Central Bell Tel. Co., 15 P.U.R. 4th 87, 
117-119 (La. Pub. Scrv. Comm'n 197G), remanded on other 
grovnds, 352 So. 2d 9G4 (La. Sup. Ct. 1977); Re Michigan Bell 
Tel. Co., 3 P.U.R. 4th 1, 15 (Mich. Pub. Serv. Comm'n 1973). At 
the time the Tax Reform Act of 19G9 was adopted about half the 
regulatory ascncies required flow-through accounting. See S. Rep. 
No. 91^52, 91st Cong., 1st Sess. 171-172. 
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decision is left standing. Not only would such actions 
seriously erode federal policy, but they would occasion 
unnecessary and grave jeopardy to utilities and give 
rise to a period of widespread financial uncertainty and 
consuming litigation. Ultimately, the effects would be 
borne by consumers throughout the country. Unless 
this Court resolves the issues presented now, while 
there is still time to do so effectively, the program Con- 
gress established as an aid to investment by utilities 
and thus as an aid to the economv will become a vehicle 
of destruction. 

m 
The Judgmenl Below Confllcls Wilh The Decision Of This Court 

In V/est Ohio Gas Co. v. Public Uiililies Commission. 294 U.S. 
79 (1935). Is Desiniclive Of Pelilioner's Fhiancial lalegtily 
And Deprives Petilioner Of Ils Properly Wilhoui Due Process 
Of Law In Violalion Of The Foorleenlh Amendment 

It is the essence of this Court's ruling in West Ohio 
Gas Co. V. Public Utilities Commission, 294 U.S. 79 
(1935), that due process demands that judgment be 
based on facts rather than hypotheses or fictions, at 
least where, as here, the facts were before the decision 
maker at the time of the decision. West Ohio was vio- 
lated by the decision below in two ways: first, with re-, 
gard to a question that was on all fours with West Ohio, 
and second, by a ruling that is plainly inconsistent with 
its rationale. 

A- The Violation of Wesl Ohio. 

In West Ohio, this Court held it to be a violation of 
due process for a regulatory agency to rely on previous 
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estimates in setting rates and ordering refunds when 
actual financial results demonstrated that the actual 
earnings were below the return the agency had found 
reasonable. The Court lield that the refusal of the Ohio 
Commission to be guided by the actual results before 
it was an "arbitrary restriction in contravention of the 
Fourteenth Amendment and of 'the rudiments of fair 
play.*" 294 U.S. at 81. Mr. Justice Cardozo, for a 
unanimous Court, reasoned: ^ 

Tlie earnings of the later years were exhibited in 
the record and told their own tale as to the possi- 
bilities of profit. To shut one's eyes to them alto- 
gether, to exclude them from the reckonins^, is as 
much arbitrary' action as to build a schedule iipon 
guesswork with evidence available. There are 
times, to be sure, when resort to pl'ophecy becomes 
inevitable in default of methods more precise. At 
such times 'an honest and intelligent forecast of 
probable future values made upon a view of all 
the relevant circumstances* [citations omitted], 
is the only organon at hand, and hence the only one 
to be employed in order to make the hearing fair. 
But prophecy, however, honest, is generally a poor 
substitute for experience, * * * We have said of an 
attempt by a utility to give prophecy the first place 
and experience the second that 'elaborate calcula- 
tions which are at war with realities are of no avail* 

. [citations omitted]. We say the same of a like at- 
tempt by officers of government prescribing rates 
to 1)0 effective in years when experience has spoken. 
A forec^ist gives us one rate. A survey gives an- 
other. To prefer the forecast to the survev is an 
arbitrary judgment. [294 U.S. at 81-82.] 

The constitutional principle established in West Ohio 
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lias been regularly followed in most state and federal 
courts. 3« 

In 1974 the Commission set the reasonable rate of 
return for Petitioner at 8.85% per year" and estab- 
lished new rates. In 1976 the Commission granted an- 
other rate increase, because Petitioner had not 
achieved that return under the 1974 rates. By the time 
the Commission decided this special tax proceeding, 
the actual experience under those rates was known, 
was before the Commission, aud was not disputed." 
Pacific earned only 7.57% in 1974, 1JQ% in 1975 and 
8.1% in 1976." The shortfall in earnings actually ex- 

" E.g., VfiVLiami v. "Vfashhitjlo-n. Metropolitan Area Transit 
Comm'n, 415 F.2d 922, 945-4G (n.C. Cir. 1968), cert, denied 'nib 
worn. D.C. Tra^ixit Sys., Inc. v. WiUiams. 393 U.S. 1081 (1969); 
Intcminuntain Gas Co. v. Idaho Pub. Utih. Comm'n, 98 Idaho 718, 
722, .571 P.2d 1119, 1123 (1977); .Veiw York Tel. Co. v. Pvblic 
Serv. Comm'n. 29 N.Y.2d lfi4. 169-170, 272 N.P:.2d 554, 55G (1971); 
General Tel. Co. v. Mickifjan Pub. Serv. Comm'n, 341 Mich. G20, 
67 N.W.2d SS2 (1954). Hut :.ee South Central Bell Tel. Co. v. 
Louisiana Pub. Serv. Comm'n, 355 So. 2d 253 (La. Sup. Ct.), cert. 
denied,   U.S.  , 98 S.Ct. 3103, 57 L.Ed.2d 1142 (1978) 
(White, .T.. and Powell, J., disscntinR); Mountain States Tel. & Tel 
Co. V. Public Utils. Comm'n, 180 Colo. 74, 81, 502 P.2d 945, 948 
(1972). 

" This was reduced on November 2, 1976 to 8.843%. Cal. P.U.C. 
Decision No. 86593. 

" Ex. 9, p. 8; E.x. 10, Part 1. The failure of the existing rates to 
permit camin<r tlio authorized rate of return was again brought to 
the Commission's attention in Pacific's motion for rehearing (Ex. 
B to App. for Rch.). 

" The rate of return figures cited arc based upon the Commis- 
sion's required ratcmaking adjustments. The actual financial data 
(also in nvidcnce and t;ndisputcd) is far worse; by a series of 
"adjustments" that are not the subject of this appeal, the Com- 
mission excluded large segments of the rate base and expense. For 
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perienccd was huge: $123 million in 1974; $126 million 
in 1975; and $79 million in 1976. This was the actual 
situation before applying the rate reductions ordered 
by the Commission in this case. The refunds ordered 
here are $19.5 million for 1974; $61.3 million for 3975; 
and $57.9 million for 1976. (Tables 1, 3, and 5 of the 
decision, App. B. pp. 56A, 60A, 64A.) Had the Commis- 
sion applied its ratemaking adjustments to the actual 
financial data for those years, the rates could not have 
been reduced. In the decision below, the Commission 
nevertheless ignored the shortfall revealed by the actual 
fiiiancial results, ordered the rates set in 1974 and 
1976 reduced and ordered refunds reflecting that reduc- 
tion back to 1974. 

Wc do not argue here that the insufficient rates of 
past years must be retroactively raised in this proceed- 
ing to eliminate the actual shortfall experienced, for 
California law doe? not guarantee earning the return 
authorized. But where the rates in effect actually pro- 
duced earnings far below the authorized return, the 
State cannot, consistent with due process, force those 
inadequate rates even lower. 

B. The Decision Has A Deslrudive Impact On Pacific's Financial 
Inlegrity And Thereby Violalea The Fourieenth Amendment. 

In addition to ignoring the realities of the past, the 
Commission took no account of the effect of its action 

financial reporting the actual return figures were 7.2% for 1974, 
7.35% for 1975 and 7.78% for 1976. (All figures relate to the 
intrastatc business only.) 
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on Pacific's present or future financial integrity. By 
making rates on the assumption that Pacific is eligible 
for the federal tax benefits when in fact the ratemak- 
ing methods employed themselves destroy that eligi- 
bility, the Commission has simply confiscated a large 
portion of the earnings Pacific should receive. 

The Commission's AAA method immediately denies 
any return on a large amount of investor-supplied cap- 
ital.^' In addition, the rate reductions and the effect of 
retroactive ineligibility for the tax benefits will force 
the actual rate of return two percentage points or more 
below that found reasonable by the Commission and 
California Court." 

The effect of the loss of eligibility for the tax benefits 
is utterly destructive of Pacific's financial integrity 
and will severely handicap, if not destroy, its ability to 
attract capital. The enormous risk has already had an 
adverse effect on Pacific's bond rating. The Commis- 
sion itself found that the loss of eligibility would result 
in "the deterioration in financial position . . ." and 
would "create staggering financial problems . - .'* 
(App. IB, pp. 21A-22A). 

*• For example, in the most recent test year the AAA excluded 
$550 million from rate base when the reserve for the test year was 
only $374 million. Thus, $182 million of investor capital was denied 
any return, oven if eligibility is assumed. 

*' For past years, rccoRnizinpf tlie full rate base and tax expense 
the actual returns :irc reduced to about G.94% in 1974. G.42% in 
1975 and 6.79% in 1976, well below the 8.85% the Commission 
held rea.sonable. The return on the ef^uity portion of the capital is 
forced below the cost of long term debt sold during the period. Ex. 
10, Tr. 928. 
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This action by California directly contravenes the 
limitations placed upon state regulatory authority by 
the Fourteenth Amendment. In Federal Power Com- 
mission V. Hope Natural Gas Co., 320 U.S. 591 (1944), 
and Blueficld Waterworks ds Improvevient Co. v. Pub^ 
lie Service Commission, 262 U.S. 679, 693 (1923), this 
Court lield that the reasonable return safeguarded by 
the Fourteenth Amendment is one "sufficient to assure 
confidence in the financial integrity of the enterprise, 
so as to maintain its credit and to attract capital" (320 
U.S. at 603). In Permian Basin Rate Cases, 390 U.S. 
747, 792 (1968), tliis Court held that an important 
function of i-eview is to "determine whether the order 
may reasonably be expected to maintain financial in- 
tegrity, attract necessary capital, and^ fairly compen- 
sate investoi-s for the risks they have assumed, and 
yet provide appropriate protection to the relevant pub- 
lic interests, both existing and foreseeable." The im- 
pact of the decision below in reducing the rates and 
risldng a billion dollar back tax liability is to destroy 
investor confidence. Clearly, this regulatory action 
fails to meet the Constitutional standard. The Com- 
mission's own findings on the consequences of the loss 
of eligibility concede the confiscatory effect. 

Regulatory action that is blind to such jeopardy is 
an abuse of state power. In New England Tel. & Tel. 
Co. v. Public Utilities Commission, —— Me. ,  
A.2d (1978)," the Maine Supreme Court reversed 

**The decision is reported in abridged form in [1974 et seq.] 
Utll. L. Rep. (CCH) (State volume) ^ 22.596. 
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action by the Maine Commission that had reduced 
rates in a manner tliat almost certainly would have 
destroyed eligibility for accelerated depreciation. The 
Maine Supreme Court held that merely placing the 
utility "in jeopardy of losing its ability to take accel- 
erated depreciation for federal income tax purposes" 
was an "unreasonable exercise of power and abuse of 
discretion" ( A.2d at , [1974 et seq.] Util. L. 
Rep. (CCH) (State volimie)* 1122,596.03). Although 
the Maine decision was rendered under state law, its 
reasoning is equally applicable under the due process 
clause. 

This Court has held that "rates are * just and reason- 
able' only if consimier interests are protected and if 
the financial health of the [utility] in our economic 
system remains strong." Federal Power Commission 
V. Memphis Light, Gas dc Water Div., 413 U.S. 458, 474 
(1973). If left standing, the decision below is destruc- 
tive of both interests. 
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Mr. DANIELSON. Our next witness is General Telephone Co. of 
California, represented by Albert M. Hart. 

Mr. Hart has supplied us with his statement, which will be received 
in the record in its entirety. You may proceed at will. 

[The information follows:] 

SUMMARY OF STATEMENT OF ALBERT M.  HART, VICE PRESIDENT AND GENERAL 
COUNSEL, GENERAL TELEPHONE CO. OF CALIFORNIA 

Congress has provided that accelerated depreciation and the Investment credit 
will not be available to public utilities if these tax benefits are flowed-through 
to current ratepayers instead of being used for capital investment. 

If the Internal Revenue Service and the regulatory commission disagree 
whether proposed regulatory accounting will cause loss of eligibility, no forum 
exists for prompt resolution of this dispute. Under existing rules final resolution 
could take 10-15 years after the first year affected. 

If the courts ultimately sustain the IRS, the tax benefits will have been 
Irretrievably lost. Billions of dollars may be involved. 

In comparable cases (exempt organizalons, pension trusts, municipal bonds, 
and payments going abroad) Congress has provided for declaratory judgments. 

Declaratory judgments on controversies between regulatory commissions and 
the IRS on tax aspects of accelerated depreciation and the investment credit 
win be in the best Interests of ratepayer, investor, the public utilities, the 
regulatory body, and the Internal Revenue Service. 

Only Congress can resolve this dilemma and action should be taken now. 

STATEMENT OF ALBERT M. HART, VICE PRESIDENT AND GENERAL COUNSEL, GENERAL 
TELEPHONE CO. OF CALIFORNIA 

My name is Albert M. Hart. I appreciate very much the opportunity to appear 
before this committee today. In my capacity as Vice President and General Coun- 
sel of General Telephone Comjmny of California, I have participated for more 
than a decade in the controvery In California over whether part of the benefits 
from accelerated depreciation and the Investment tax credit can be immediately 
passed through to current ratepayers instead of being used for capital in- 
vestment as Congress intended. Unfortunately, that controversy has now de- 
scended to the point where the tax benefit may be lost completely and not be 
available for either purpose. Thus, I have an immediate personal and Company 
Interest to present today. However, I am sure that our situation will arise else- 
where and that our experience can provide a useful factual foundation for a 
desirable extension of declaratory judgment jurisdiction. 

LEGISLATIVE BACKGROUND 

Both accelerated depreciation and the Investment tax credit are tax Incentives 
designed by Congress to encourage capital investment. Utilities, and the tele- 
phone companies in particular, are among the most capital-intensive Industries 
in the country. However, the investment Incentive provided by these two pro- 
grams would be lost to utilities If the tax benefits were Immediately flowed 
through to ratepayers in the form of rate reductions. 

Tlius, in the case of public utilities (with some historic exceptions). Congress 
has specified as a condition of eligibility that the tax savings from accelerated 
depreciation be "normalized," (I.e., set up as a reserve rather than be used 
to reduce rates) (IRC Section 167(1)) and that the investment tax credit not 
be flowed through faster than ratably (IRC Section 46(f)). 

CAUFOBNIA   SITUATION 

In the case of the two major California telephone companies, the California 
Supreme Court has forced the California Public Utilities Commission to adopt 
accounting regulations which the Internal Revenue Service has ruled do not meet 
the standards required for eligibility. The California Supreme Court and the 
United States Supreme Court, despite the urging of the Solicitor General of the 
United States, declined to review this decision of the Public Utilities Commis- 
sion. Within the last two weeks the U.S. Court of Appeals for the Ninth Circuit 
has affirmed a District Court denial of a further stay. 
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If the Internal Revenue Service rnllng Is ultimately sustained, additional taxes 
for the two telephone companies affected through the end of 1978 would amount to 
$1.2 billion, and would increase at a rate of $350 million per year until the con- 
troversy Is resolved. 

Under the normal pattern for resolving tax questions by litigation, no case 
may be brought until after the Internal Revenue Service has audited tax returns 
and the taxpayer has either taken the deficiency to the Tax Court or paid the tax 
and sued for refund in a District Court or the Court of Claims, a process which 
takes several years. If the final decision supports the IRS, it would not be possi- 
ble to take any step to avoid the tax loss for any period prior to that decision. 

IBS  BtJLINOS 

Normally, when taxpayers face large tax liabilities arising from a course of 
action, they seek advance rulings from the Internal Revenue Service and plan 
their future course of action based on the rulings of the Internal Revenue Service. 

In this case, the telephone companies made timely application for rulings and 
the Internal Revenue Service ruled that, If the decision of the California Public 
Utilities Commission is implemented, eligibility for both accelerated depreciation 
and investment tax credit will be lost. Obviously, if the choice were theirs, the 
telephone companies would abandon rate accounting that could cost them over a 
billion dollars in unnecessary taxes. 

The problem is that the California Public Utilities Commission does not agree 
with the ruling of the Internal Revenue Service and insists that the telephone 
companies proceed. Tliere is no available forum for prompt resolution of this 
disagreement to avoid the staggering tax liability if the Commission is wrong. 

SEED   FOB    BELIEF 

In the recent Ninth Circuit litigation the United States filed a brief as amlcus 
curiae which demonstrates the need for legislation. Although the United States 
agreed with the telephone companies that the Public Utilities Commission decision 
will cause loss of eligibility for accelerated depreciation and Investment tax 
credit, the United States argued that it was inappropriate for that issue to be 
resolved at the present time. As summarized in the brief (p. 9) and set forth in 
greater detail (pp. 13-19), Its position is: 

". . . It must be noted that the present proceeding is not an appropriate one 
for the final resolution of the tax questions presented by the rate order here. 
Congress long ago determined that tax questions should not be considered ripe 
for such final resolution outside of the context of a deficiency or refund action. 
These time-honored principles preclude any final resolution of the tax questions 
here in the context of the present suit. Rather, such a final resolution must await 
the time when the Commissioner makes an adverse determination as to eligibil- 
ity, adjusts their tax liabilities on the basis of that determination and the utili- 
ties perfect their right to bring a deficiency or refund suit attacking the 
adjustments." 

Thus, only Congress can provide legislation making clear the right of all parties 
to a definitive decision on this tax question without the years of delay normally 
Involved In tax litigation. 

THE PBESENT PBOPOeAI, 

H.R. 229 meets this problem head-on by providing that the normal prohibitlona 
against declaratory judgment tax cases do no apply "with respect to the rate- 
making or accounting provisions of Section 46(f) [not 146(f) as printed], 167(1) 
or 167(m) of the Internal Revenue Code." This Is an appropriately narrow de- 
scription limited to the rate case where an interpretation of these provisions of 
the Internal Revenue Code is crucial to a rate determination. 

Congress has previously made exceptions to allow declaratory judgments In 
such areas as qualification of pension plans (I.R.C. section 7476), qualification 
of charitable organizations (I.R.C. section 7428), transfer of property abroad 
(I.R.C. section 7477), and exemption of municipal bonds (I.R.C. section 7478). 
In each case, taxpayers were able to show that a definitive tax determination 
was needed before reasonable men could proceed. The same showing has beoi 
made by the utilities here. 

H.R. 229 Is fully consistent with the views expressed by Deputy Assistant 
Secretary of the Treasury for Tax Analysis Emil M. Sunley before the Over- 
sight Subcommittee of the Committee on Ways and Means on March 28, 1979: 
tax rules are not very well equipped to handle controversy. The basic problem 

"On the other hand, as recent events in California have shown, the current 
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is that two different parties, the utility and the re^Iator, have a say in deteiv 
mining the facts on which the tax subsidies are based. One process—ratemalc- 
ing—exists to handle the relationship between the regulator and the utility. A 
second process—tax administration—exists to handle the relationship between 
the utility and the IRS. The two processes are independent, and as a result, a 
problem in one cannot as yet t>e handled easily in the other. 

^'In view of recent events, we are currently exploring both with regulators 
and utilities whether a separate tax proceeding can be devised to resolve quickly 
any questions involving sections 46(f) and 167(1). We hope to Imow soon whether 
a satisfactory procedure can be developed." 

COItCLUBION 

We strongly urge that H.R. 229 be enacted. 

TESTIMOHY OF ALBERT M. HART, VICE PRESIDENT AND GENERAL 
COUNSEL, GENERAL TELEPHONE CO. OF CALIFORNIA 

Mr. HART. I hope I will not be repetitive of Mr. Dalenberg, who 
fielded a lot of very penetrating questions and I am sure gave the 
committee some important insight into this problem. 

Mr. DANIELSON. I thank you very much for your comment and your 
perception. We do not want to cut you off on anything you think may 
be of help to us. But I do apreciate your recognizing that Mr. Dalen- 
berg really covered the field quite well. 

Mr. HART. Maybe I can, by recounting our experience in this area, 
add a little more insight, which we think demonstrates the need for 
this legislation. 

We have been litigating almost continually within the commission, 
within the State courts, within the Federal court system for around 8 
years, this particular issue, without a resolution of the eligibility 
question. That really is the nub of the case. We have not been able to 
determine who is right: the commission, which says the manner in 
which they have set our rates leaves us eligible, or the IRS, which says 
if your rates indeed become final on that basis you will become in- 
eligible. 

If we become ineligible we lose the tax benefits back to the year 
1970. The investment credits, the entire reserve for accelerated depre- 
ciation is wiped out clear back to the year 1970. The quantification of 
those dollars appears in our prepaid statement, which while not of the 
magnitude of Pacific's, are not inconsequential. We are looking at a 
figure of about $300 million if those taxes should become due. We are 
caught between the two regulatory agencies, neither of which is about 
to surrender its prerogatives to the other. The IRS is not going to 
accept the public utilities commission's construction of the Federal 
tax statutes nnd the public utilities commission has not seen fit to ac- 
cent the IRS' rulings. We obtained IRS rulings, as Pacific did. which 
said without qualification that if the commission's methods went into 
effect we would become ineligible for the tax benefits. 

Today there is really no exneditious wav to resolve this kind of con- 
flict, to break the impasse betwen the IRS and the public utilities 
commission. Of course, vou must recognize between those two sover- 
eigns, the telephone company is in the middle. We have tried to work 
it from both angles without success at all. 

The remedies that are availflble in my opinion are not remedies. 
The first is the procedure which Mr. Ferguson referred to. wait imtil 
there is an assessment by the IRS, then we go to the mat with the IRS 
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in the Federal court years later. If the commission's order becomes 
effective, it is too late regardless of what the determination is down 
the road. 

The second method, which we have dutifully pursued, is proceeding 
through the State courts to the U.S. Supreme Court. The problem with 
that is that the procedures are discretionary review procedures. We 
took the commission's decision to the California Supreme Court and we 
were denied a heamig. You are all familiar with the certiorari proce- 
dure. In California it is sometimes called review. Review was denied. 
We took that denial to the U.S. Supreme Court on a petition for a 
writ of certiorari and certiorari was denied, neither court ever having 
to come to grips with the question of whether tax eligibility was 
considered. 

Now the imfortunate thing is that the denial of review by the Cali- 
fornia Supreme Court becomes a decision on the merits whether or not 
they even consider the question of eligibility. So, it is really a nondeci- 
sion on that question, which in effect puts us out of court. We tried to 
get into the lower Federal courts, the district court; we took that 
court's refusal to issue an injunction to the ninth circuit court, and the 
answer was we cannot take this case under consideration because the 
California Supreme Court has already ruled and the matter is res 
judicata. So as I say, the remedies do not cover the substantive issue 
which is the question of eligibility for the tax benefits. That is the 
dilemma we find ourselves in, and it cries for a legislative solution. 
That is why we strongly urge adoption of the bill. 

I will not take any more of your time. If you have questions, I will 
be triad to answer. 

Mr. DANTELSOX. Your position does not differ with that of Mr. 
Dalenberg. You simply expanded on that. 

Mr. Hughes? 
Mr. HUGHES. XO questions. 
Mr. DANIELSON. Mr. McClory? 
Mr. McCr/)RY. No questions. 
Mr. DANIELSON. The gentleman from Maryland ? 
Mr. BARNES. Just one question, Mr. Chairman. 
You say H.R. 3939 is consistent with the view of Mr. Sunley of the 

Treasury Department. 
Are you telling the subcommittee that the Treasury Department 

supports this bill? 
Mr. HART. No, I was quoting from a statement Mr. Sunley made 

before the oversight committee which was at that time considering the 
investment credit bill. In a statement related to the fine-tuning of that 
legislation, he pointed out this dilemma did exist and was one which 
needed some resolution. T did not intend to take his statement out of 
context, but it is directly in line with the point I am trying to make as 
to tlie need for this legislation. 

Mr. BARNES. Thank you. 
Mr. DANIELSON. The gentleman from Ohio,Mr. Kindness? 
Mr. KiNDNE.ss. No questions. 
Mr. DANIELSON. The gentleman from Kentucky, Mr. Mazzoli ? 
Mr. MAZZOLI. I have questions, but since I was late, these questions 

may have been asked. 
Is this situation peculiar to the State of California ? 
Mr. HART. SO far as I am aware. Mr. Dalenberg referred to the 

State of Maine, but the Maine Supreme Court overturned the decision. 
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We can all understand the other States are watching very carefully 
to see how it is going to be resolved. 

Before the 1969 act there were some 19 States on flowthrough. That 
was one of the reasons for the 1969 act being cast the way it was, be- 
cause of the threat of a tremendous loss of revenues to the Federal 
Government by all the States going to this flowthrough concept. 

Mr. MAZZOLI. When Congress passed the law to deal with accelerated 
depreciation and investment credit, et cetera, did it contemplate set- 
ting up a very careful or a new procedure here for dealing with the 
utility ? Is there any legislative history for Congress being aware that 
this would pose special problems to industries in the regulated monoply 
area ? 

Mr. HART. There is extensive legislative history, but Congress in- 
tent was that the utilities not be treated any differently from any other 
industry, that they have internally generated funds available for cap- 
ital improvement. Congress was afraid they would lose that because 
of the State regulatory agencies falling into the flowthrough pattern, 
and the legislation of 1969 was supposed to bring that to a stop and 
it did, to my knowledge, in every State. 

Mr. DANIELSON. When we passed the bill, did we provide certain 
exclusions or exemptions from the inclusion in accelerated deprecia- 
tion to certain industries, if they had done certain things or failed 
to d o certain other things ? 

Mr. HART. There were three qualifying criteria in the bill. One 
was if you were going to be able to take accelerated depreciation you 
had to normalize. 

The second one was for companies which had been on flowthrough 
prior to a magic date, which I think was something like July of 1968, 
flowthrough could continue, but the utility could switch with the con- 
sent of the regulatory agency. There were different percentages of in- 
vestment credit allowed initially, but those have been made uniform 
over the years. 

To answer your question as to whether Congress intended the utili- 
ties to be treated differently from any other industry in the country, 
I would have to answer, "No." 

Mr. DANIELSON. Mr. McClory ? 
Mr. MCCLORY. Are you not fearful that by providing for this addi- 

tional action, the declaratory judgment action, to which there may be 
added provisions regarding intervention by others, that there might 
he interventions by public interest groups or all kinds of other par- 
ties? Misrht V011 not iust be involving yourselves in another bit of 
litigation which will be protracted and be expensive, including an 
appeal from the declaratory judgment proceedings? Do you have any 
fear of that? 

Mr. HART. There is ahvays a possibility, but the declaratory judg- 
ment would provide a vehicle to deal with the eligibility question, 
and compress the time required under present procedures, even with 
other parties involved. 

Mr. MCCLORY. It is my understanding that if your accounting pro- 
cedures were adopted or accepted bv the California commission, the 
need for this legislation would not exist. Is that correct? 

Mr. HART. In the case before the commission we recommended 
setting rates on a methodologj- which we felt was consistent with the 
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statutes and the applicable Treasury regulations relating to them. 
The commission adopted a hybrid system. The IRS said the hybrid 
system will not retain our eligibility. The commission says it will. 
And that is the question to which we have received no solutions as yet. 

Mr. MCCLORY. Thank you. 
Mr. DANIELSON. Thank you very much for your help, Mr. Hart. I 

might announce before calling the next witness, the question of what 
was the position of the Treasury Department was raised. During the 
hearing this morning I have received a letter from the Treasury 
Department signed by Donald C. Lubick, Assistant Secretary of Tax 
Policy. I have not had time to read it, but it will be made available to 
all concerned. 

[The information follows:] 
DEPABTMEWT OF THE TREASUBT, 

ASSISTANT SECBETABT, 
Washington, D.C., July 30,1979. 

Hon. GEOBOIS E. DANIELBON, 
Chairman,, Suhcommittee on Administrative and Laic and Oovemmental Rela- 

tions, House Judiciary Committee, Washington, D.C. 
DEAR CHAIBMAN DANJELSOK : Tou have requested the Treasnir's views on 

H.R. 229. The proposed legislation represents an important inroad on a ftinda- 
mentally sound policy barring declaratory relief in Federal tax cases. Because 
we believe firmly in that policy we have reservations about this bill. Neverthe- 
less the ban on declaratory relief in the tax area is not absolute, and we have in 
the past acknowledged instances in which departures appeared appropriate. 
Since we do not at this time have suflBcient information upon which to decide 
whether we are now confronted with another such instance, we hope that hear- 
ings on the bill will elicit answers to several questions upon which our final 
position is likely to depend. We would be interested particularly in the views of 
the affected regulatory commissions and governmental units. Indeed an exchange 
of views between those groups and the utilities could prove most helpful to ns 
in formulating our own position. 

1. StJMMABT or H.R. 229 

H.B, 229 would permit a declaratory judgment action to be commenced In 
any Federal court on the issue of whether a rate-making order complies with 
the normalization rules contained in sections 46(f), 167(1) and 167(m) of the 
Internal Revenue Code. Jurisdiction would be based on the denial by the Internal 
Revenue Service of a requested ruling, or on the passage of 180 days after the 
ruling had been requested. A proceeding could be commenced by either a public 
utility or by the rate-making body. The utility, the rate-making body and the 
Treasury would be necessary parties to the action. Although H.R. 229 does not 
now so provide, we understand that AT&T feels a modification is necessary, 
explicitly authorizing the Federal court in the declaratory judgment action to 
stay the rate-making proceeding. 

2. BACKOBOUND 

Sections 46(f), 167(1) and 167(m) of the Internal Revenue Code deny a 
public utility the benefits of the Investment tax credit, accelerated depreciation 
and use of class lives if these benefits are "flowed tirough" to customers in 
the form of lower current rates, instead of being retained for their intended pur- 
pose of increasing capital investment. To be entitled to the benefits, the utility 
is required to "normalize" its depreciation and investment credit by accounting 
for them as capital acquisition and financing subsidies, the benefits of which 
reduce the cost of service over the life of the subsidized assets, rather than 
as a reduction in the current year's cost of service. The difference may be Illus- 
trated simply with reference to the Investment tax credit. Although somewhat 
different mechanically, the same principle applies to accelerated depreciation. 

If a utility were to invest $100 in machinery, It would potentially be entitled 
to a $10 Investment tax credit. This credit, however, although administered 
through the tax system, is in fact a capital subsidy. Consequently the Internal 
Revenue Code mandates that the credit be treated as a $10 reduction in the cost 
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of the machinery, which will result In lower depreciation charges and a lower 
cost of private capital, reflected in lower cost of service to customers over the 
entire life of the machinery. The credit is denied if, in setting rates, the utility 
accounts for the credit as a reduction in current year's tax liability, to be flowed- 
through directly to customers in the form of lower cost of current service. 

The problem to which H.R. 229 is addressed arises when there is a question as 
to whether a rate-making order complies vFlth the requirements of the Inter- 
nal Revenue Code. At present, a utility may seek to have the question resolved 
by a ruling from the IRS. If the ruling is adverse, however, unless the regulatory 
body amends the rate order a utility must await examination of Its tax return 
before a final determination of Its eligibility can be obtained. The practical effect 
of this process is that the utility may be unable to obtain final resolution of the 
Federal tax question until many years after the rate-making order has been in 
effect. Utilities claim that, should the IRS prevail, they can be faced with an 
enormous additional tax liability which cannot. In many cases, be passed on to 
customers whose rates had been reduced on the assumption that the tax benefits 
were available. The economic Impact of paying such deficiencies. It Is contended, 
win have a severe adverse impact on the utility's ability to raise capital, and, 
indeed, to provide services. The proposed legislation Is Intended to enable either 
the utility or the regulatory body to obtain an early determination of the com- 
pliance of the rate-making order with the Federal tax requirements for the 
Investment credit and accelerated depreciation. Other Federal tax Issues, which 
may arise in a rate-making proceeding are unaffected by the bill. 

3. ISSUES 

There are several issues upon whlcli we feel the need for further clarification 
beft>re we are able to reach a definite conclusion al>oiut the desirability of the pro- 
posed legislation. 

A.  CONSISTENCT  WIFH  THE POLICT  AGAINST  DECLAKATOBT JTTDOMBNTS IN FEDEKAL 
TAX  CASES 

There is a long standing Congressional policy, thorouj^ily endorsed by the 
Treasury Department, barring declaratory judgments in Federal tax cases. Be- 
cause widespread use of declaratory judgment procedures would have a substan- 
tial adverse topact on tax administration. Congress has fostered the orderly and 
prompt determination and collection of Federal taxes by insulating the adminis- 
tration of the Federal tax laws from judicial intervention. Although there have 
been, in recent years, several exceptions made to the policy against declarntory 
judgments, each appears to have been a response to the dlflBculty or impossibility 
otherwise of ever obtaining judicial review of an adverse IRS determination. 
Thus, without declaratory relief, a charitable organization denied a favorable 
ruling on its tax exempt status would effectively be precluded from obtaining 
public contributions, even though the IRS never assessed a deficiency which could 
be challenged In court. Similarly, a denial of a favorable ruling on the tax exempt 
status of municipal bonds was effectively immune from judiclnl review because 
the adverse ruling prevented the sale of the bonds. Since favorable tax treatment 
certain transfers to foreign corporations is made expressly dependent upon an 
IRS ruling that the purpose of the transfer was not tax avoidance, failure to ob- 
tain the ruling was again fatal, regardless of how a court might independently 
have assessed the taxpayer's purpose. Finally, an employee who claimed that his 
exclusion from coverage under a qualified pension plan violnted Federal tax 
requirements had no way of obtaining judicial review of an IRS ruling that he 
was properly excluded. 

The only situation in which declaratory relief has been provided nlthoueh 
judicial review would nonetheless have been available appears to be that of 
retirement plans which the IRS has ruled fail to meet Federal tax reonireraents. 
Since It Is likely that deductions claimed for contributions to such plans would 
have been disallowed by the IRS, judicial review would have been available. 
Confirmation of the IRS po.sition, however, would have a substantial adverse 
Impact not only on the emplo.ver claiming the deduction, but on its employees 
as well. It may be significant, therefore, that this lone departure from the pattern 
of limiting declaratory relief to situations In which judicial review would other- 
wise have been unavailable was enacted as part of ERISA, a comnrehensive 
Federal statutory plan for providing retirement security for millions of em- 
ployees. The well-being of utility customers and Investors has. by contrast, tra- 
ditionally been a matter for state authorities. 
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In the situation to which H.R. 229 is addressed, the utilities clearly will be able 
ultimately to obtain judicial review of an adverse IRS determination. They claim 
that such review will be delayed substantially, at enormous cost to them if the 
IRS is ultimately sustained. In this respect, however, their position may not be 
distinguishable from that of any other taxpayer which, if it chooses to challenge 
in the courts what it regards as a questionable IRS interpretation, may be forced 
to run substantial risks. Perhaps the utility's position can be distinguished by the 
fact that it can l)e compelled by a rate-making body to take this risk against 
its will. In numerous other situations, however, an erroneous Federal tax inter- 
pretation l>y a governmental body could subject a class of taxpayers to consid- 
erable risk of economic injury. If each such .situation is to be regarded as an 
appropriate occasion for such relief, the effective administration of the tax laws 
could be impaired substantially. 

B.   DAMAGE CAUSED  THE  UTIIITY  BY  AN   ADVERSE  TAX   DETERMINATION 

The utilities have asserted that failure to obain an early resolution of the 
tax issue could, if the IRS were ultimately sustained, result in a crippling tax 
deficiency. We are uncertain, however, about the precise consequences to the 
utility, because it is unclear how a regulatory commission would resiwnd to a 
deficiency of the magnitude envisioned. Whatever the regulatory response, it is 
likely that ullmately the cost will have to be borne by customers in the form of 
higher rates. In the interim, however, payment of the deficiency might require 
resort to the capital markets, which could produce an immediate disruption whose 
magnitude would Increase directly with any Increase in the deficiency caused by 
delay in final adjudication of the tax controversy. Investors who had to sell 
could suffer real lo.sses. Yet the regulatory commissions, which are charged with 
the responsibility of assuring both a fair rate to customers and a fair return to 
investors, have not thus far urged the need for any change in the normal proce- 
dures for resolving tax controversies. Before taking a position on the need for 
declaratory relief, wo would like further elaboration of the economic impact 
and of the views of the affected regulatory Iwdies. 

C.   WILL  THE  PROPOSED  BILL  ACCOMPLISH   ITS   OBJECTIVES? 

The avowed purpose of the bill is to enable a speedier resolution of the tax 
issues, binding on all parties. We have reservations both alK)ut the binding effect 
of the determination on the regulatory body and about the extent to which 
final resolution will be accelerated. 

Even though the proposed declaratory judgment procedure would authori- 
tatively determine the Federal tax consequences, the effect on the regulatory 
body of an adverse determination is unclear. Although it could modify the rate 
order to remedy the tax Infirmities, it would be under no obligation to do so. 
The Federal declaratory judgment proceeding may then have sen-ed simply 
to provide substantiation for the utility in a potential state court due process 
claim. Alternatively, the regulatory body could make some minor change in its 
order, and again seek a declarator}' judgment. This procedure could then be 
repeated until a favorable determination was obtained. In addition to straining 
judicial resources, such a process would probably place an unbearable strain 
on normalization requirements meant to be largely self-enforcing. 

Our .second reservation about wlietlier the proposed bill would accomplish 
Its objective concerns the likelihood of substantial acceleration. A declaratory 
judgment proceeding can commence no sooner than the issuance of a rate order, 
lu fact the proceeding will not be able to commence until sometime thereafter, 
because the IRS must be given time to consider the tax consequences of the 
order. Under the bill, an action may l)e brought only after the IRS has either 
denied a ruling request or failed to act upon a request within 180 days. T\vo- 
liundred and seventy days would probably \>e preferable. A far more significant 
delay, however, may be unavoidable, depending upon when the rate order is 
regarded as ripe for declaratory review. If the onler is reviewable when propo.sed 
by the regulatory bwly, the Federal court will be i>assing upon the tax conse- 
quences under a rate order which coiild very well be changed uiK)n appeal 
through normal state channels. As in the case of the regulatory commission 
itself modifying Its order, we would tlien be presented with the problem of 
multiple declaratory judgment proceedings. 

If, on the other hand, the commencement of the declaratory judgment pro- 
ceeding must await the outcome of the state appeals process, substantial Ume 
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will already have elapsed since the order originally was Issued. There must 
then be added the time needed for trial and appeal of the declaratory judgment 
action Itself, which could be substantial, particularly If, as the IRS believes It 
should, the trial Is to be a de novo proceeding rather than simply a review of 
the administrative record compiled In the ruling request. It is, therefore, not 
clear that the tax questions will be resolved much sooner in the proposed 
declaratory judgment proceeding than they would have been in the normal audit 
and appeal process. 

D. CONSISTENCY WITH THE JOHNSON ACT 

The Johnson Act (28 U.S.C. section 1342), which embodies a Congressional 
policy of non-intervention by Federal courts in State rate-making proceedings, 
was enacted to compel resort to state court review. Although explicitly applicable 
only to diversity jurl.sdictlon and to Federal constitutional questions, the same 
policy Interdicting Federal court Intervention may similarly apply to Federal 
tax Issues arising in rate-making proceedings. Presumably, If a state court Is 
competent to decide Federal constitutional claims, it can also decide whether the 
rate order satisfies Federal tax requirements. Although a state court is unable 
to bind the IRS to Its Interpretation of the Federal tax question, we are unclear 
that a state court's mistake about a Federal tax result is sufficiently different 
from other possible errors to warrant a departure from the underlying policy of 
abstention. 

Compatibility with the Johnson Act may depend upon the answers to several 
further questions. If, as the utilities appear to feel, the effectiveness of declara- 
tory relief is dependent upon the ability of the Federal court to grant a stay of 
the state rate-making proceeding pending the re.solution of the Federal tax issue, 
we could encounter precisely the Federal interference in state proceedings which 
the Johnson Act was meant to prohibit. This would be particularly so if the stay 
covered the entire rate order, and not only its treatment of the tax items covered 
by H.R. 229. Moreover, If the ca.se or controversy requirement of the Constitu- 
tion and of the proposed statute Is satisfied only if the rate-making order has 
assumed, contrary to the IRS view, that the tax benefits are available, the Fed- 
eral court will have to a.scertain the tax assumptions embodied In the rate order. 
If they are not clear on the face of the order itself, the Federal court may be 
required to conduct the very kind of in-depth review of the rate-making proceed- 
ing which the Johnson Act policy proscribes. 

E. OTHER QUESTIONS 

H.R. 229 raises several additional questions, some of which are of direct con- 
cern to Treasury. The bill now provides that the utility, the rate-making body 
and the Secretary of the Treasury shall be parties to the action. It is likely that 
affected municipalities, leading advocates of flow-through, and perhaps others, 
would also wish to iwrticipate. The implications of such participation must be 
considered from the viewpoint of time, scope of review and tax administration. 

H.R. 229 would amend section 2201 of title 28 of the United States Code, and 
add a new section 2202. Since section 2201, while authorizing declaratory relief, 
does not confer jurisdiction on a court which would not otherwise be a proper 
forum, the proposed amendments appear to restrict the declaratory judgment 
proceeding to the district courts. In each other situation in which a declaratory 
judgment is authorized in a Federal tax matter, jurisdiction Is granted to the 
Tax Court. Indeed, only on the question of qualification as a charitable organiza- 
tion, where concurrent jurisdiction Is granted the Court of Claims and the Dis- 
trict Court for the District of Columbia, is jurisdiction extended to any other 
court. In view of the expertise of the Tax Court In Federal tax matters, we are 
not convinced that It Is appropriate In this case to limit jurisdiction to the dis- 
trict courts. 

With the exception of California and now, we understand. Maine, most juris- 
dictions appear willing to adopt rate-making accounting rules which comply 
with the IRS's Interpretation of the statutory requirements. In view of the 
enormous political pre.ssure for flow-through, we are apprehensive that the exist- 
ence of a declaratory judgment procedure would encourage these jurisdictions 
to test the limits of the tax requirements, with a consequent proliferation of 
litigation in what. California aside, has heretofore been a controversy-free area. 

Finally, it Is unclear whether the bill would be prospective only, or would apply 
to the pending controversy between California and the telephone companies. We 
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understand that the audit of AT&T may be nearlng completion, In which case 
the normal review procedures which will be available are preferable to declara- 
tory relief. Apart from the current controversy there appears to be little impetus 
for a declaratory judgment procedure. 

We hope that the testimony before the committee will address the questions 
we have raised. When we have heard that testimony, we would appreciate the 
opportunity to present to the committee our views on the bill. 

Sincerely, 
DONALD C. LTIBICK, 

Aasigtant Secretary (Tax Policy). 

Mr. DANIELSON. Our next witness will be Mr. Mark Chandler, who 
is representing the California Public Utilities Commission. 

Please come forward, Mr. Chandler. You have presented a state- 
ment, as I recall, so it, too, will be received in the record unless there 
is objection. You are free to proceed at liberty. 

TESTIMONY OF MAEK CHANDLER, CALIFOENIA PUBLIC UTILITIES 
COMMISSION 

StTMMART OF  STATEMENT OF  THE  CAUTORNIA  PUBLIC   UTILITIES   COMMISSION   ON 
DBCLARATOBY JUDGMENTS IN UTILITY TAX CASES 

1. California shares the desire to provide an early and binding determlnatlim 
of utiUty tax benefit eligibiUty. 

2. The advantages of such a determination are: 
Certainty over the eligibility effect of alternative ratemaking procedures will 

increase regulatory flexibility. 
Certainty over eligibility will reduce damaging consequences to companies 

and customers that may arise under present law. 
3. California has six central reservations with respect to the current legisla- 

tive proposal, H.K. 229, and AT&T amendments: 
The legislation is not clearly limited to the tax implications of alternative 

accounting treatments. 
The legislation may Inadvertently provide a mechanism for seeking federal 

relief above and beyond the declaratory judgment. 
Ratepayer representatives should be necessary parties to any declaratory 

judgment suit. 
Any party to a ratemaking proceeding should be able to file pleadings for a 

declaratory judgment. 
In order to effectuate pleadings by parties other than utility companies, provi- 

sion should i)e made for mandatory exercise of administrative rights by a utility 
that is party to a controversy over tax benefit accounting. 

Strenuous objection is made to the AT&T proposal for federal injunctions of 
state ratemaking proceedings. 

4. With modifications to meet the objections and reservations described above, 
California will support a declaratory judgment mechanism for utility tax cases. 

STATEMENT OF THE CALIFOBNIA PUBLIC UTIUTIBS COMMISSION ON DECLARATORY 
JUDGMENTS IN UTILITY TAX CASES 

Mr. Chairman and members of the suljcommittee, my name is Mark Chandler, 
and I am here to present the views of the California Public Utilities Com- 
mission, which is located at 350 McAllister Street, San Francisco, California. I 
appear at the request of the Commission, and at their request alone. Under 
the California Constitution and California law, the Commission may represent 
the State of California with regard to matters within its jurisdiction. I there- 
fore speak on behalf of the people of California. 

The Commission shares with you, Mr. Chairman, and with several of the 
other witnesses here today, an appreciation of the benefits that could accrue 
from the availability of a declaratory judgment mechanism such as that which 
underlies vour bill, H.R. 229. The desirability of an early and binding determtna- 
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tlon of utility eligibility for federal tax benefits under alternative ratemaklng 
procedures cannot be overstated. It would be unfair, however, to understate the 
grave and substantial reservations that California has with respect to several 
of the provisions of H.R. 229, and with respect to several amendments which 
the Treasury has indicated AT&T plans to endorse, and which are attached as 
an Appendix to this statement. In this testimony, I hope to elucidate those res- 
ervations, and to propose changes which should make the proposal acceptable 
to all parties to the regulatory process. Without such changes, California could 
not support the legislation. 

The advantages of a declaratory judgment mechanism for determination of 
utility tax benefit eligibility are clear, and can be simply stated: a great deal of 
confusion, delay, and uncertainty would be removed from the regulatory process. 
The Commission believes that today, many regulators shrink from creative ap- 
proaches to tax benefit accounting which could aid companies and customers alike 
out of uncertainty over the effect such accounting might have on eligibility. Sim- 
ilarly, in some situations today where such accounting procedures may already 
have been adopted, companies and customers alike suffer from uncertainty over 
eligibility. This uncertainty would be eliminated by the availability of a 
mechanism to determine eligibility before a final rate order went into effect. 

California has six central .objections to H.R. 220 and the proposed amend- 
ments, however. I will treat each of these objections in turn. 

First, Section 2202(a) of the bill, which is the heart of the declaratory 
judgment provision, is not clearly liimted to a determination of eligibility for 
tax purposes. In particular, objection is made to the phrase "ratemaklng 
or accounting provisions." California would prefer to have the eligibility issue 
clearly stated in the legislation. 

Second, it is unclear whether or not an eligibility determination would provide 
the basis for any additional relief, such as that presently provided for at 28 U.S. 
Code 2202. The Commission believes that, pursuant to long-standing national 
policy under the Johnson Act, 28 U.S. Code 1342, appeals of ratemaklng orders 
should proceed through the state courts. We therefore ask that the legislation 
clearly provide that any demand for additional relief that may result from a 
given eligibility determination he pursued in the manner that is currently pre- 
scribed for seeking such relief. 

Third, California objects to the limitation of the necessary party provision of 
Section 2202(a) to utilities, ratemaklng bodies, and the Treasury. In particular, 
the interests of ratepayer representatives are completely ignored. Such repre- 
sentatives—In the form of private groups, leagues of cities, state consumer 
counsel, and state attorneys general—have become important and official partici- 
pants In the regulatory process. Their voice deserves to be heard In all phases 
of the ratemaklng process, and the failure to provide for their participation in 
an.v declarator.v judgment proceeding is a serious oversight. The bill should pro- 
vide for the joinder as a necessary part to the declaratory judgment suit of 
any individual or any group that is a party to the ratemaklng proceeding from 
which the suit arises. 

Fourth, the limitation of the pleading for a declaratory judgment to the public 
utility or the ratemaklng body Is inappropriate. Any proposal affecting eligibility 
which Is raised in a ratemaklng proceeding by a real party in Interest to that 
proceeding should be eligible for a declaratory judgment. Furthermore, any real 
party in interest to the proceeding should be able to plead for such a judsment. 
Without a provision for such a pleading, the regulatory process may become 
tangled, and the rights of s?ome parties may be curtailed. Since the claims of non- 
utility, non-regulatory participants mar be the legitimate basis for appeal of a 
ratemaklng bodies' order, it is only fair that the same judicial mechanisms be 
available with respect to those claims as are available with respect to the claims 
of other participants. 

Fifth, complementary changes in Section 2202(b), regarding exhaustion of 
administrative remedies, will be reoulred If the provisions reearding pleadings 
by non-ntllities (Including the pleadings by the ratemaklng body for which H.R. 
229 provides) are to be effective. In particular, it may be necessary to provide 
for mandatory exercise of administrative rights by the utility that is a party 
to a controversy over tax-benefit accounting. 

Sixth, and finally. California objects most strenuouslv to the AT&T Proposed 
Amendment 4. which provides. "A district court may enjoin, suspend, or restrain 
the operation of any ratemnking order creating the controversy only until such 
time as the rate-making body which is a party to the action shall have issued a 
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subsequent rate-making order." This provision is an attempt to limit the scope 
of the Johnson Act, which for forty-flve years has stood as a bulwark against 
federal judicial Interference with state rate-making proceedings. The Johnson 
Act begins with the words, "The district court shall not enjoin, suspend, or re- 
strain the operation of, or compliance with, any order affecting rates chargeable 
by a public utility. . . ." (emphasis added), and proceeds to set out a series of 
exceptions which have been construe<l most narrowly by the courts. While it Is 
beyond the scope of this statement to discuss such interpretations in detail, 
suffice it to say that the Johnson Act has been instrumental in protecting from 
federal judical intrustlon states' rights arising out of the Tenth Amendment to 
the Federal Constitution. For additional information, I refer the Subcommittee 
to an excellent and complete annotation which appears at page 422 of Volume 
28 of the American Law, Reports, Federal Series. 

Those, then, are California's reservations with respect to the proposed legisla- 
tion. None of those reservations go to the basic purpose of the legi.slation. which 
the Commission believes admirable. Without change, however, H.R. 229 could 
lead to serious damage to the delicate and precarious balance that presently ob- 
tains with respect to federal and state governments, and utilities, their regula- 
tors, and their customers. Without change, California will be vigorous in its 
opposition to the proposal. If changes are made, however, the legislation will 
provide a valuable improvement to the mechanics of the regulatory process. 

Thank you. 

A.T.  & T.  AMENDMENTS—PBOV7DED BY TREASURY  DEPARTMENT 

PROPOSED   DECLARATORY   JUDOMEINT   LEGISLATION 

1. Amend Section 2201 by adding the phrase "Section 2203 and" after the 
words "other than actions brought under." 

2. Add new Section 2203 as follows: 
"(a) In a case of actual controversy within its jurisdiction between a public 

utility and either the Secretary of the Treasury or a ratemaking body of the 
United States, the District of Columbia or of a state or any of its political 
subdivisions, with respect to the rate-making or accounting restrictions under 
Sections 46rf), 176(1) or 167(m) of the Internal Revenue Code of 1»54, any 
court of the United States, upon the Qling of an appropriate pleading shall 
declare the rights and other legal relations of any interested party, whether or 
not any furtlier relief is or could l)e sought. Any such declaration shall have 
the force and effect of a final judgment or decree and shall be reviewable as such. 

(b) Petitioner.—A pleading may be filed under this section only by the public 
utility or by the rate-making body that issued the order creating the controversy. 

(c) Necessary parties.—If a pleading is tiled under this section by the public 
utility and either the Secretary of the Treasury or the rate-making body named 
as defendant, the other not so named shall be joined as a necessary party. If a 
pleading is filed under this section by tlie rate-making body and either the 
Secretary of the Trea.sury or the public utility named as defendant, the other 
not so named shall lie joined as a necessary party. 

(d) Exhaustion of administrative remedies.—The Court shall not issue a 
declaratory judgment or decree under this section in any proceeding unless it 
has determined that the public utility has exhausted administrative remedies 
available to it under rules and regulations promulgated by the Secretary of the 
Treasury. A public utility shall have exhausted its administrative remedies if 
either It has ol)tained a ruling from the Secretary of the Treasury or the 
Secretary has failed to issue a ruling before the expiration of 180 days after 
the request for such ruling was made." 

3. Amend Section 1346(a) by adding after subparagraph (a) (2) the follow- 
ing new subparagraph: 

"(3) Any action under Section 2*203 with respect to the rate-making or 
accounting restrictions under Sections 46(f). 167(1) or 167(m) of the Internal 
Revenue C'ode of 1054." 

4. Amend Section 1342 by substituting "(a) Except as provlde<l in .subsection 
(b). the" for the first word "The." and adding new subsection  (b) as follows: 

"(b) In connection with any action brouglit under Section 2'203, a district 
court may enjoin, suspend or restrain the oi)eratlon of any rate-making order 
creating the controversy only until such time as the rate-making body which Is a 
party to the action shall have issued a subsequent rate-making order." 
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Mr. CHANDLER. I want also to present for the record three decisions 
of the California Supreme Court with respect to the matter which 
gave rise to the California situation. 

Mr. DAXIKLSOX. If there is no objection they will be admitted into 
the record at this point. 

[The information follows:] 
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llH       ICITY AND COUNTV OF SAN FRAN- 
CISCO, Pttltlaur, 

PUBLIC UTILITIES COMMISSION at «L, 
RtspantfaaU, 

PACIFIC TELEPHONE AND TELE- 
GRAPH COMPANY, Rail Par- 

ty la lataratL 

CONSUMERS ARISE NOW at aL, 
Patltlaaara, 

V. 

PUBLIC UTILITIES COMMISSION, 
Raipanaaat, 

PACIFIC TELEPHONE AND TELE- 
GRAPH COMPANY, Raal Par- 

ty la lataralL 

8. F. mU, 22793. 

Rupreme Court of CuUfonila, 
In Bank. 

.Nov. 20, ISTl. 
Ilebcaring Denied Doc. O. 1971. 

Proceedings were brought to review a 
decision of the Public Utilities Commis- 
sion and were consolidated. The Supreme 
Court, Peters, J., hel<) that where a utility 
opted to account for depreciation on the 
straight line basis, thus incurring unneces- 
sary income tax expense which the Public 
Utilities Commission properly refused to 
allow the utility to pass on to its customers, 
the Commission could, without violating 
due process, continue to prevent the utility 
from passing on such expense even after 
the utility's right to change the option was 
taken away, and the Commission erred in 
not considering such continuation. 

Decision annulled. 

I. Talacaramualcallens «=>302, 313 
Income lax expense must be consider- 

ed by Public Utilities Commission in estab- 
lishing telephone and telegraph company's 
cost of service. 

3. Paklle Sarvloa Commlsklons $=37.9 
Public Utilities Commission has power 

to prevent utility from passing on to rate- 

payers unreasonable costs for materials 
and services by disallowing expenditures 
which Commission finds unreasonable, and 
this rule applies where utility resorts to ac- 
counting practices which result in unrea- 
sonably inflated'tax expense. 

3. Csattltallaaal Law «92M(I) 
Pvkllc Sarvic* Cammlssloas «37.9 

Where utility opted to account for 
depreciation on straight line basis, thus in- 
curring unnecessary income tax expense 
which Public Utilities Commission properly 
refused to allow utility to pass on to its 
customers. Commission could, without vio- 
lating due process, continue to prevent 
utility from passing on such expense even 
after utility's right to change option was 
taken away, and Commission erred in not 
considering such continuation. 26 U.S.C.A. 
(I.R.C.19M) S 167(0 (2) (A, B, C), (3) 
(G). 

4. Pukllo Sarvlea CamMlsilaat «=>7,4 
Basic principle in rate making is to es- 

tablish rate which will permit utility to 
recover its cost and expenses plus a rcason- 
able return on value of properly devoted 
to public use. 

Thomas M. O'Connor, City Ally., Milton 
H. Mares, Deputy City Ally., and William 
F. Bourne, San Francisco, for City and 
County of San Francisco. 

Garret Shean, in pro, per. 

William M. Bennett, San Francisco, for 
Consumers Arise Now and others. 

Mary Moran Pajalich and Timothy E. 
Treacy, San Francisco, for respondents. 

Warren A. Palmer, San Francisco, as 
amicus curiae for respondents. 

Pillsbury, Madison & Sutro, John A. 
Sutro, Noble K. Gregory, George H. Eck- 
hardl, Jr., and Richard W. Odgers, San 
Francisco, for real party in interest. 

jPETERS, Justice. Jf 
These are consolidated proceedmgs to re- 

view Decision No. 77964 of the Public 
Utilities Commission of the State of Cali- 



99 

1 04I.M ISS 
OITT * OOVNTT OP SAN FRANOISOO T. PDBUO Xmh. OOVN 

CIU u. 8u|i.. M Cil.RpU. aH 
287 

fornia. The decision provides that the Pa- 
cific Telephone and Telegraph Company 
(Pacific) may use accelerated depreciation 
with the nornialixation method of account- 
ing as defined in subsection (() (2) (B) 
of section 167 of the Internal Revenue Code 
and that, if it elects to do so, the commis- 
sion, for rate making purposes, will com- 
pute Pacific's lax expense on the basis of 
straight line depreciation for the purpose 
of establishing its cost of service and will 
give recognition to the normalization tax 
reserve in determining rate base.< The de- 
cision was made effective immediately.' 

It appears that the general approach em- 
ployed by the commission for determining 
what constitutes permissible rates is to de- 
termine for a "test period" the costs and 
expenses which can be attriUited to pro- 
viding the service, the rate base of the 
utility (value of property devoted to public 
use), and the reasonable rate of return to be 
allowed the utility on its rate base. The 
"lest period" costs, expenses, and rate base 
are then adjusted to allow for the effect of 
various known or reasonably anticipated 
changes. By adding the adjusted costs and 
expenses to the rate of return (in recent 
years between S and 8 percent) multiplied 

jj, by the rate base, as adjusted,|lhe necessary 
gross revenues are determined, and the 
rates are then fixed to produce such gross 
revenues. (See Pacific Tel. & Tel. Co. v. 
Public Utilities Comm., 62 Cal.2d 634, 64.V 
W5, « CaLRptr. 1, 401 P.2d J53.) Under 
this system an increase in a cost item will 
ordinarily be reflected as an increase in the 
rates, and a reduction in the rate base will 
produce a reduction in the rates. However, 
the increase in cost will be reflected in its 
lull amount in the rates, while the reduction 
m the rale base will be reflected only to the 
extent of the reasonable rale of return, 
iKtween S and 8 percent of the reduction. 

1. The ileciitlun waa by Chairman J. P. 
Vukavin, Jr., noil wiu sicnwl by (*oiutuiii- 
vtoiipni Winiinn SyiiioiiM. Jr., nutl Vernun 
I*- Slurxeun. t'lmirniuli Vukavin, Jr., 
alMi liinl m (x>nt-urrinB oiiiiiioD. t'oia- 
nlntoucn Thomua Uonin nml A. W. 
lialov iliai(«ittMl. 

In computing the cost of service for rate 
making purposes, the utility is alkiwed to re- 
cover its federal income taxes as a cost of 
business. In computing the federal income 
Ux cost the utility is allowed to deduct de- 
preciation, and the greater the depreciation 
for tax purposes (all other things being 
equal) the less the tax liability and the less 
the necessary rate to recover it. 

SifKe 1954, the federal government has 
permitted straight line or accelerated de- 
preciation in determining federal income 
tax liability. Straight line depreciation pro- 
vides for essentially uniform annual write- 
offs of a depreciable asset over the life of 
the asset. Accelerated depreciation pro- 
vides for larger allowances as expenses 
than straight line depreciation during the 
early years of the life of the asset but dur- 
ing later years the depreciation expense at- 
tributable to the asset will ordinarily be less 
than if the straight line»method had been 
used. Because of the relation between de- 
preciation and lax liability, it would follow 
in theory that accelerated depreciation 
would result in lower tax liability or tax 
expense in the early years as compared to 
straight line depreciation but that in sub- 
sequent years the tax liability would ex- 
ceed that had straight line been used and 
thus lead to higlier rates. In theory there 
would be lower rates in the earlier years 
under accelerated depreciation but higher 
rales in later years. However, in praclice, 
the tax saving of the earlier years, although 
in a sense repaid in the subsequent years, 
does not result in higher taxes and rates in 
the later years because the utilities tend to 
increase Iheir investment in plant and equip- 
ment every year so that the increased de- 
preciation due to acceleration in any year 
will more than offset any reduced deprecia- 
tion due to the effect of accelerated depre- 
ciation as to older assets.* 

3. la III* lanrunf* of IIM uMnmlaiiion major- 
lljr oitlDloo: "An-eleratcJ tlcprci-Ution 
* * * provljtf* for Urser than alrulirht- 
line iinnual write-offs of a ileiirw-iahlc 
niwrl ilurlna early yenra and illmlliiahina 
nniiual write-offa ilurlna Inter yrani of 
the aaaet'a life.    For a flveu deprviiable 
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hi« _|Apparcnlly all iilililiei other than Pacific 
and General Telephone have used accel- 
erated depreciation in computing and pay- 
ing their federal income taxes. The com- 
misiion has in the past required the utilities 
using accelerated depreciation to pass on the 
tax savings to the consumer in the form of 
lower rates (in computing the cost of ser- 
vice for the purpose of fixing rates, the ac- 
tual tax liability was used rather than the 
greater tax liability that would have been 
due had straight line depreciation been used 
for tax purposes). This passing on to the 
consumer of the tax savi-iRs is called "flow- 
through." 

Pacific and General Telephone, imlike 
other utilities, have refused to use accelerat- 
ed depreciation in filing their income tax 
returns. On November 6, 1968, in Decision 
No, 74917 the commission determined that 
Pacific's management was imprudent in not 
electing to take accelerated depreciation for 
income tax purposes. The commission con- 
cluded that it could not compel Pacific to 
take the accelerated depreciation on its fed- 
eral income tax return, but it held that for 
purposes of rate making Pacific would be 
treated as if it had obtained the tax saving 
of accelerated depreciation and that the 
saving would be fluwed-through to the con- 
sumers in the form of lower rates. (Imput- 
ed accelerated depreciation with flow- 
through.) Notwithstanding this. Pacific 
continued to determine its federal tax lia- 
bility using straight line depreciation. 

In section 441 of the Tax Reform Act of 
1969, Congress amended section 167 of the 
Internal Revenue Code to limit the use of 
accelerated depreciation by utilities in de- 
termining income tax liability. Subsection 
(i) (2) provides: "In the case of any post- 

1969 public utility property, the term "rea- 
sonable allowance' [for depreciation] as 
used in subsection (a) means an allowance 
computed under— 

"(A) a subsection (f) method [straight 
line depreciation (see Int.Rev.Code, 
i 167, subs. (/)(3)(F))), 

"(B) a method otherwise allowable un- 
der this section [such as accelerated 
depreciation] if the taxpayer uses a 
noruiolitalioH method of accounting, 
or 

"(C) the applicable 1968 method, if, with 
respect to its pre-1970 public utility 
property of the same (or similar) kind 
most recently placed in service, the 
taxpayer used a flow-through method 
of accounting for its July 1969 ac- 
counting period."'    (Italics added.) 

_(Subscction (/)(3)(G) defines normaliu- J|i 
tion:    "In order  to  use  a  normalization 
method of accounting with respect to any 
public  utility   property— 

"(i) the taxpayer must use the same 
method of depreciation to compute both 
its tax expense and its depreciation ex- 
pense for purposes of establishing its cost 
of service for ratemaking purposes and 
for reflecting operating results in its regu- 
lated books of account, and 

"(ii) if, to compute its allowance for 
depreciation under this section, it uses a 
method of depreciation other than the 
method it used for the purposes described 
in clause (i), the taxpayer must make ad- 
justments to a reserve to reflect the de- 
ferral of taxes resulting from the use of 
such  different  methods  of depreciation." 

The commission permitted argument by 
interested parties in this matter.   However, 

naavt, tite toliil nmouot wrilteo off IIUHMK 

III lifetime WMjIJ be tlte anm* iindor 
citltcr ilrprrt'iiulun m«thiMl but titc rnteii 
of ficvruiilif woult] Oiff<*r. For o |crou|t of 
auMtj of Jtffcrfnt viiitngpn, the dimiiiu- 
tloD of Rcerunbi for olJer plnot cnn b« 
otmcuretl by lite liireer nccruala oit newer 
Iilaal." 

All ulilillea, otiirr tliiin rriHfid nuJ (iru- 
•rnl Trlejilione. nre c)t|[itrle lo <*onic unUrr 
dnuM to itnd tliua continue to use ac- 
ocliTuti<0 tlcltreviation for Xa% |(uriKii*r« 
witli flov-llirourli of llie Inx sntinn lo 
tlie convunior. It wonlil nwm llial I'lK-ific 
an<l Oenenil Tt-lcitlione niny not n'iM>rt to 
tlie oplion |>rovl(leO by CIUUMO (C) tie- 
rauao tUey ilUI not uae nceclfroleU ile- 
|>r«cliillon iu IIKM or in tbcir July lOIB 
oi-couDtios iieriod. 
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accept   any   evidence   and    accelerated depreciation with flow-through 
I 0>LU 186 
it   refused   to 
atruck evidence previously received (some 
correspondence   between   Pacific   and   the 
Internal Revenue Service). 

The commission found that it had in its 
1968 decision imputed to Pacific for tax 
purposes accelerated depreciation with 
flow-through pointing out that Pacific had 
an option to use accelerated depreciation; 
that Pacific had used straight line de- 
preciation in its income tax returns through 
Ihc year 1969, and- that under the Tax 
Reform Act of 1969 could accelerate de- 
preciation for tax purposes only if it 
normalized. The commission concluded 
that it would now declare that it intended 
to use normalization of taxes in setting 
Pacific's rales so that Pacific could com- 
mence acceleration under subsection (/)(2) 
(B)  with regard to its  1970 taxes. 

The majority opinion reasoned that the 
commission could not continue the exist- 
ing method of imputing accelerated depre- 
ciation. The commission said of its 1968 
ruling: "The imputation of accelerated 
depreciation with flow-through did not de- 
prive Pacific of its properly without due 
process because there was then no legal 
restriction against Pacific's changing to 
accelerated depreciation with flow-through 
and paying essentially those income taxes 
that had been allowed in the decision, [i] 
That no longer is the case. If we now 
were to attempt to impute accelerated de- 
preciation with flow-through for setting 
rates in this proceeding, the law clearly 
would preclude Pacific from actually using 
accelerated depreciation in filing its fed- 
eral income tax returns. We thus would 
be assuming lower taxes than|Pacific would 
be required by law to pay. • • • Since 
Ktttcraled deprcciaiion n-ith ftow-lhrotiyh 
it %o loHgtr on of lion ai-ailablc to Pacific 
WHder federal lau; il would Hou be futile 
to consider the relative merits of flow- 
through and normalisation" (Italics 
added.) 

We have concluded that the commission 
has erred in refusing to consider the merits 
of adhering to the 1968 method of imputing 

and that for this reason its decision must 
be annulled. Under the 1968 method Pa- 
cific filed its federal income tax return 
on the basis of straight line depreciation 
but for rate purposes the tax expense waa 
calculated on the basis of accelerated de- 
preciation and the savings flowed-through 
to the ratepayers. Subsection (/)(2)(A), 
quoted above, provides that the utility may 
use straight line depreciation in its federal 
iiKome tax returns, and there are no con- 
ditions to the resort to straight line. 

The commission and Pacific do not dis- 
pute that there are no conditions to the 
use of straight line depreciation in the 
subsection. Their position is that, if 
straight line depreciation is used in filing 
the incoroe tax return, due process re- 
quires that its lax expense for rate-making 
purposes be its actual tax expense and 
that it would be a denial of due process 
to impute accelerated depreciation in com- 
puting its tax expense for rate making 
purposes. 

[1,2] Income tax expense must be con- 
sidered by the commission in establishing 
Pacific's cost of service. (See Galveslon 
Elec. (>>. V. Galveston, 258 U.S. 388, 399, 
42 S.Ct. 3SI, 66 LEd. 678; Dyke Water 
Co. V. Public Utilities Comm., 56 Cal.2d 
105, 127, U Cal.Rptr. 310, 363 P.2d 326.) 
However, "the primary purpose of the 
Public Utilities Act is to insure the public 
adequate service at reasonable rates with- 
out discrimination; and the commission has 
the power to prevent a utility from passing 
on to the ratepayers unreasonable costs for 
materials and services by disallowing ex- 
penditures that the commission finds un- 
reasonable. (Pacific Tel. & Tel. Co. 
V. Public Utilities Comm., supra, 34 Cal. 
2d 822, 215 P.2d 441.)" (Pacific Tel. & 
Tel. (X V. Public Utilities Comm., supra. 
62 Cal.2d 6H, U7, 44 CaLRptr. I. 9, 401 
P.2d 353, 361.) 

The same rule applies where the utility 
resorts to accounting practices which re- 
sult in unreasonably inflated tax expense. 
It was on the basis of this rule that the 
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commission in 1968 determined to impute 
accelerated deprcciutlon to Pacific in de- 
termining its tax expense. In Decision 
74917, the commission stated that for the 
period 1954-1967 Pacific's taxes would have 
been $225,000,000 less if it had used ac- 

ttff celerated depreciation fonthe entire period, 
and that in other worJsT"Pacific's rate- 
payers might have had to pay some $450,- 
000,000 less if Pacific had availed itself 
of the lawful option of using accelerated 
depreciation for tax purposes. • • •"* 
If it had been using accelerated deprecia- 
tion, the savings in the test year would 
have been $27,400,000 with a resultant 
savings effect on gross revenues of ap- 
proximately $57,000,000. (69 Cal. P.U.C. 
53. 61-62.) The commission found that 
a "true tax saving" will continue to re- 
sult from accelerated depreciation for at 
least as long as plant additions equal or 
exceed plant retirements and pointed out 
that without exception Pacific's witnesses 
foresee a continuing growth of plant, one 
estimate involving a doubling of plant in 
10 years and compounding of growth during 
the next 20 years.>    (Id., at p. 62.) 

The commission found that management's 
discretion has exceeded a reasonable and 
prudent course respecting income taxes to 
the detriment of the public interest and 
that it was fair at>d reasonable and in the 
public interest to compute Pacific's income 
tax expense for the test year on the basis 
of the use of accelerated depreciation be- 
ginning with plant additions in the test 
year.   (Id., at p. 90.) 

[3] Under its general power to prevent 
a utility from passing on to its ratepayers 
unreasonable costs, the commission in the 
instant proceeding, notwithstanding the 
change in .the federal tax statute, could 
properly find that the federal income lax 
calculated on the basis of straight line 
depreciation involved an unreasonable ex- 
pense and that the unreasonable expense 
due to such calculation was due to an im- 
prudent  management  decision. 

Although prior to the statutory change 
Pacific was free to change its|method of JJH 

accounting on its income tax returns but 
now may no longer do so, its inability to 
switch is due to its original imprudent de- 
termination to pay federal income taxes on 
a straight line depreciation basis and its 
obstinacy after the 1968 commission deci- 
sion in adhering |o the imprudent deter- 
mination. 

As pointed out in footnote 3, any utility 
which used a flow-through method of ac* 
counting for its July 1969 accounting pe- 
riod may continue to do so under clause 
(C) of subsection (0 (2). There is no 
suggestion in the majority opinion or the 
two dissenting opinions that, if Pacific 
were eligible for accelerated depreciation 
and flow-through in paying its federal 
taxes, Pacific would not be required to 
compute its federal tax expense on such 
basis for rate making purposes.* It thus 
seems clear that the only reason it is not 
treated in this manner is that in prior 
years it imprudently refused to file re- 
turns on a basis of accelerated deprecia- 

4. Apiwirvnily the conimiwtion Huniinrd a 60 
iwrccnt lux mtc, 

Tbe fact thnt tli« necruary loiTcnae o( 
revrnue U n|>)iruximatc)y double llitr tux 
exiwiiM MUKK>»ii> tlie rvamn why INx-ific 
refu«e«l lu Mlilft It) ni'^t-'U-nttciJ dt-preclallun 
whit   fluH-tlirouKli   wlirit   It   (.tmld   ilo  ao. 

0» tttc other IUIIMI, lliere [« bulwlnnttiil 
rcHMon, other than benefit to iia rali*- 
imyera. (ur n utility to voluntarily awitth 
from airalfltt line ile|ireciatloii to acxt-l- 
crated de|irceia(iun with flow-through. 
Unltnarily there will be acme |>erk»d dur- 
Inc whU-h lb« utility iMiya reduced taxra 
on the baola uf aii-elcraied dcpreciatiou be- 
for« the L-otuoiiMiioD adjuata ruiea to re- 
flect the reduced paynieota.    Durinf that 

IwrltHl the aAvintM due to accelerated de- 
Ifn-H'ialion wil) Inure to the benefit of tli« 
utilily. 

S. It aliouhl altio t>c recoguiicd that in the 
unlikely event the rutc of iuveatnu-nt 
ahouhl ilet.'reaH4<, there could t>e a net lax 
tncrfuie in a itlven year but tliat NO lone 
na tl»e utility reiitnioM a KC'"B conreni ami 
muat foiitinue with aouiu inveMtiUt-nt then* 
will be nn overall tux aavinc wtiilf it 
eontluuca ai-cclcrated dopriH-iutiiHi. In 
otiier wortU, ao lunjc na thcru la a ainicle 
tlollur of new lnvf«tn»*iit. there will h^ 
a tax deferral. 

ft. The concurrinc opinlun of Dialrntaii Vu- 
kaalo. Jr., aucccala • contrary  view. 
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lion aitd then mhtr the 1%8 dccistoii ob- 
stinately coiittnucd in its imprtident refusal. 

The effect of Pacific's refusal in 1968 
10 switch to accelerated depreciation was 
to cast a significant burden on itself. By 
refusing to switch to accelerated deprecia- 
tion in filing Its income tax returns after 
•I was aware that such depreciation would 
be imputed to it for rate making purposes 
in calculating federal tax expense, Pacific 
in essence placed itself in the position of 
paying a large income. tax bill, part of 
which was unnecessary ahd was not to be 
recovered in higher rates. As to that part. 
Pacific in a sense placed itself in the posi- 
tion of having to raise additional funds, 
either deU or investment. Nevertheless, 
Pacific chose to do so. 

It should also be pointed out that the 
effect of the instant decision is to permit 
Pacific to include as an expense for rate 

. making purposes a large amount of fed- 
eral income taxes which it will not be 
required to pay in the foreseeable future. 
Although the majority opinion ignores this 
matter, the concurring opinion and the two 
dissenting opinions recognijc that acceler- 
ated depreciation and normaliiation will 
result in the ratepayers contributing capi- 
tal to Pacific. As the concurring opinion 
points out. this method of accounting will 
'provide a source of interest-free capital." 

• We do not know how much capital will lie 
provided, but the dissenting commissioners 
estimate that the ratepayers in the next lU 
years will have to provide between $750,- 
000,00(1 and one billion dollars. Commis- 
sioner Moran in his dissenting opinion 
states that if the ratepayers are required to 
put up the capital for the telephone system, 

J^n It "is inilecd a step toward[socialism and 
logically could lead ultimately only to gov- 
ernment ownership of the telephone sys- 
tem   •   »   •.•' 

[4] Although Commissioner Moran 
may be overstating the matter, it is clear 
that requiring ratepayers to put up the 
capital for the telephone system is con- 
trary to (he basic principle of utility rate 
setting.   The basic principle is to establish 

a rate which will permit the utility to 
recover its cost and expenses plus a rca- 
soiuble return on the value of property 
devoted to public use. (Pacific Tel, & Tel. 
Co. v. Public Util. Comm., supra. 62 (.al.2d 
634. W4-645, 44 Cal.Rptr, I, 401 P.2d 353.) 
By permitting Pacific to include in its costs 
a charge for federal Uxes greatly in ex- 
cess of its actual federal tax expense, the 
commission is deviating from this basic 
principle. We realize that the 1968 com- 
mission decision also deviated from the 
basic principle by refusing to permit Pa- 
cific to include in its costs all of its tax 
expense, but this deviation was based on 
Pacific's impnident management. 

It should also be pointed out that the 
effect of the instant decision is to reward 
Pacific (or its imprudent management as 
compared to other utilities which prwlent- 
ly had adopted accelerated depreciation 
and flow-through prior to August, 1969. 
Apparently, these utilities will continue 
to be required to flow-through the benefits 
of accelerated depreciation to the ratepay- 
ers, whereas Pacific will be allowed to use 
accelerated depreciation without requiring 
flow-through, thus retaining most of the 
benefits for itself. 

In the circumtMiKC*, we are satisfied 
that, in the hghl of Pacific's past im- 
prudence, the commission could reasonably 
have ordered Pacific to continue the ac- 
counting practices established in the 1968 
decision and that the commission abused 
its discretion in expressly rrfuting lo con- 
rider imputed acceleration depreciation and 
flow-through as established in the 1968 
decision. 

The argument that in the light of the 
federal tax amendment there will be a 
denial of due process in continuing the 
1968 treatment (alls on its face in view o( 
Pacific's conduct. Prior to the federal tax 
amendment and after the 1968 decision o( 
(he commission. Pacific could have elected 
to change its accounting procedures in fil- 
ing its returns and thereby saved substan- 
tial tax expense. Pacific, however, chose 
not   to  do  so.    The  only   effect  of   the 
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federal tax amendment is lo take away the 
option which Pacific had already rejected. 
Requiring Pacific to do that which it had 
freely chosen to do cannot be said to be a 
denial of due process. In other words, 
after the I96M decision, Pacific, if it chose 

1119 could have opted for [accelerated deprecia- 
tion Ofi its tax returns. It did not do so. 
Had it done so. Pacific could have used 
accelerated depreciation with flow-through. 
Now the option to switch to accelerated 
depreciation and flow-through has been 
terminated, but even assuming the altscnce 
of the option is a matter to consider by the 
commission, it does not mean that continu- 
ation of the 1968 treatment will result in a 
denial of due process. 

For failure to consider lawful alterna- 
tives In calculation of federal iiKome tax 
expense, the decision of the commission 
must be annulled. {Ct. Northern Califor- 
nia Power Agency v. Public Util. Com., 
5 Cal.3d 370, 380, 96 Cal.Rptr. 18, 486 P2d 
1218.) Upon further consideration the 
commission should consider whether to ad- 
here to the 1968 method of determining 
federal income tax expense and whether 
to adopt the accelerated depreciation and 
normalization method adopted by the deci- 
sion before us. Because these methods 
involve fictitious allowances for tax ex- 
pense and because they provide results 
which in the .light of current federal in- 
come tax law are cither harsh on the util- 
ity or the ratepayers, the commission may 
also consider alternative approaches which 
strike a balance between these two ex- 
tremes. 

The 1968 method of imputed accelerated 
depreciation and flow-through is favorable 
to the ratepayer but harsh on Pacific. In 
terms of the 1967 figtircs, as compared to 
(traight line depreciation for tax purposes, 
this method would save the ratepayer 54 
million dollars but Pacific would in a sense 
be penalized 27 million dollars.   The meth- 

od adopted by the decition before us is 
harsh on the ratepayer who under the 1967 
figures will be compelled to lose most of 
the 54 million dollar saving but is benefi- 
cial to Pacific which will be permitted 
rates including the 54 million. 

These two methods are extremes when 
compared to the nontclephone utilities 
which, having switched to accelerated de- 
preciation with flow-through prior lo 1970, 
may continue with that method and permit 
the ratepayers the consequent reduction 
without being compelled to pay the tax on 
the basis of straight line depreciation. 
Although the method open to the nontele- 
phone utilities is not open to Pacific, the 
cfKnmission is not compelled to adopt one 
of the two extremes set forth above but 
may adopt a compromise striking a proper 
balance between the interests of the rate- 
payers and Pacific in the light of current 
federal income tax statutes. 

Both of the extreme methods involve a 
fictitious charge of federal tax expense. 
The 1968 method deliberately nnderstates 
the actual tax expense on the basis of the 
imprudent management of Pacific. The 
method adopted in the decision before us 
deliberately overstates the actual tax ex- 
pense iniorder to normalize. SirKe a fie- i.|| 
titious figure must be used under either 
method, it is not improper for the commis- 
sion to use an additional fictitious factor 
to limit the harsh results. Insofar as the 
compromise would impose a lesser burden 
on Pacific than is permissible consistent 
with due process (lesser than the burden 
under imputed accelerated depreciation 
with flow-through). Pacific is not in a 
position to make due process objections. 

The decision is annulled. 

WRIGHT, C. }.. and McCOMB, TO- 
BRINER. MOSK, BURKE and SCHAU- 
ER,' ]}•• concur. 

Rehearing denied; SULLIVAN, J., did 
not participate. 

* Retirvtl AMOcfate Juviice of ili« Suprcna Court alitliit under aaalgnneDt by the Cbairaaa 
of llM Judicial Council. 
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contention that the trial judge did not 
properly consider the motion {or nonsuit 
because of an alleged animosity towards 
plaintiffs' case. 

The judgment is reversed. 

WRIGHT, C. J., and PETERS, TOBRL 
NER, and MOSK. JJ., concur. 

BURKE, Justice (concurring and dis- 
senting). 

I concur with the majority to the extent 
they hold that the slate's liability could be 

der the circumstances in this case 1 think 
the state carried its burden of establishing 
its design  immunity  under  section  830.6. 

McCOMB. J., concurs. 
Rehearing     denied;      McCOMB     and 

BURKE, JJ., dissenting. 

3> 

«I7 PMva 
7 Cal.3d 3.11 

based upon its alleged concurrent negligence JCITV OF LOS ANGELES at at., PalltUatra, Jjn 
ll» iii^ailing to warn of a dangerous condi- v* 

tion. (Gov.Codc, { R30.8.) I dissent, how- 
ever, from the majority's determination 
that the state has failed to establish its de- 
sign immunity under Government Code 
section 830.6. 

The evidence showec" that the Santa Crui 
Board of Supervisors approved design 
plans which disclosed the course of the 
proposed road and t}ie elevation of the 
white center stripe of the road. Although 
the plans, drafted in the 1920's, did not 
contain actual superelevation figures, that 
omission should not deprive the state of its 
design immunity under section 830.6. Giv- 
en the curvature of the road and the eleva- 
tion of its center line, the preparation of 
superelevation figures would appear to be 
a matter of mere mathematical calculation, 
or at least a mechanical engineering task 
to be performed in the normal fashion in 
accordance with the standards existing in 
the I920rs. 

Indeed, the evidence in this case was 
that the road was superelevatcd in a nor- 
mal and reasonable fashion, in accordance 
with then-existing standards, I find noth- 
ing in section 830.6 which would require 
that the approved plans expressly contain 
each and every element alleged to have 
contributed to a subsequent accident, in or- 
der to preserve the design immunity. It 
should be enough to show, as in this case, 
that the plans contemplated or incorporated 
by necessary implication normal or calcula- 
ble construction or design standards.    Un- 

PUBLIC UTILITIES COMMISSION •! iL, 
RMpexIsgts; 

PACIFIC TELEPHONE AND TELEGRAPH 
COMPANY, Raal Party la Inlartat 

William M. BENNETT at *l„ Patltlanars, 
V. 

PUBLIC UTILITICS COMMISSION, 
Ra»p«nd«nt; 

PACIFIC TELEPHONE AND TELEGRAPH 
COMPANY, Real Party In latarasL 

CALIFORNIA PUBLIC INTEREST LAW 
CENTER at al., Patlllonars, 

V. 

PUBLIC UTILITIES COMMISSION, 
RetpondanI; 

PACIFIC TELEPHONE AND TELEGRAPH 
COMPANY, R<al Party la IntaresL 

S. F. 22832, 22B28 and 22S33. 

Hupreme Court of Caliromin, 
III Rank. 

June 0. 1072. 
An Modified on Denial of Itehcarlng 

July 12, 1072. 

Consolidated proceeding to review de- 
cision of Public Utilities Commission au- 
thorizing intrastate telephone rate increas- 
es. The Supreme Court, Peters, J., held 
that where portions of Public Utilities 
Commission's decision dealing with treat- 
ment of federal and state tax expense, ad- 
justment of price paid for equipment to re- 
lated corporation and certain capital ex- 
penditures which did not increase revenue 
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could not be •luuined on the record and it 
was possible that anwunt of money in* 
volved was equal to or exceeded the 
•mount of the increase, the order increas- 
ing rates must be annulled in its entirety 
and Commission muvt reinstate rates of its 
last preceding lawful order, but it mi|;ht 
grant interim rate increases upon appropri- 
ate findings. 

Mosk, J., filed concurring and dissent- 
ing opinion. 

Schauer, retired Associate Justice of 
Supreme Court, sat under assignment by 
Chairman of the Judicial Council. 

1. Piiklls Barvie* Ccainlsslaas «a7.l. It 
Public Utilities Commission in rate- 

making proceeding has discretion to deter- 
mine factors material to public convenience 
and necessity (Hit is required to state what 
those factors are and to make findings on 
material issues which ensue from the fac- 
tors.   West's Ann.Pubtic Util.Code, $ 1705. 

2. T«lae«MMHaicatl0ns €=*343 
Where Public Utilities Commission, in 

connection with issuing telephone rale or- 
der, followed Its tax expense decision in 
earlier proceeding, but that decision was 
annulled and, unless the rate order were 
annulled, rate would become lawful and all 
funds collected pursuant to order would be- 
long to telephone company and not be sub- 
ject to refund, the order must be annulled. 
West's Anii.Public Util.Code. { 1705. 

S. Tstoeammaaleatleas «3}43 
Where sole basis for accounting and 

rate-making treatment of state taxes of 
telephone company was the annulled deci- 
sion in another case as to treatment of fed- 
eral taxes, decision in telephone company 
case, to extent it related tu the slate taxes, 
could not be sustained. West's Anii.Public 
Util.Code, { 1705. 

4. TalMaamiialeallaat CaMI 
Public Utilities Commission's decision 

as to accounting and rate-making treatment 
for state taxes of telephone company could 
not be upheld on theory that the amount 
involved  was  iiuignificant,  where  it* ap- 

peared that on basis of that decision there 
might lie rate increases amounting to 
$2OU.U0(l,(JOO in the following ten yean. 
West's Ann.l>ublic Util.Code, ( 17US. 

S. Talaeaaiinvaleatlaas «3MI 
Public' Utilities Commission's treat- 

ment, for accounting and rate-making pur- 
poses, of state taxes on basis of accelerated 
depreciation with normalixation could not 
be upheld on theory of administrative con- 
venience where no additional computations 
would be required to apply accelerated de- 
preciation with flow through. West's 
Ann.Public Util.Code, { 1705. 

%. TalaeammunlcatlaHs 4=319 
Coal of uniformity between treatment 

of federal and state tax expense did not 
justify treatment of state tax of telephone 
company on basis of accelerated deprecia- 
tion with normalitation in rate-making de- 
cision, where federal and state law were 
not the same as to use of accelerated de- 
preciation, there was potentially a large 
amount of money involved in increased 
rates that would result from such treat- 
ment of state tax expense and there was 
no administrative inconvenience in apply- 
ing instead accelerated depreciation with 
flow through. V/cst's Ann.Public Util. 
Code, § 1705. 

7. Talaeommunleatlaaa •aSlft 
Telephone company's adhcreiKe to or- 

dinary principles of accelerated deprecia- 
tion with flow through with regard to state 
taxes for purposes of rate-making would 
not have jeopardiied its federal lax bene- 
fits that would result if normaliiation 
method of accounting could be used. 26 

U.S.C.A. (1.R.C.19S4) U 167(f) (2), (J) 
(G). 

I. Carparatlaas «3|.6(l) 
Where it appears that utility is domi- 

nant, it may not through use of corporate 
instrumentalities obtain a greater rate of 
return than it would be entitled to in the 
absence of such; it is not determinative 
whether the prices charged by one affiliat- 
ed corporation to another might be consid- 
ered    reasonable;     the   utility    enterprise 
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raii»t be viewed as a whole without regard 
to the separate corporate entities and rate 
of return should be the tame (or the entire 
utility enterprise. 

(. TaltoomiaialestlHS 4=317 
Where parent corporation was design- 

er, engineer, manufacturer, distributor, in- 
staller, repairer and operator of 80% of 
telephone business in entire continental 
United States, telephone equipment manu- 
facturer was wholly owned subsidiary and 
parent held 90% voting control of operat- 
ing utilities company, the manufacturer 
was not entitled to greater rate of return 
on its sales to the utility, for purposes of 
fixing utility's rates, than that utility was 
entitled to earn in its operations, even if 
manufacturer's prices were reasonable 
when compared to other manufacturing en- 
terprises. West's Ann.Public Ulil.Code, { 
170S. 

10. TslMamaiaaloatlans <=>SI7 
In determining rate of telephone com- 

pany which was part of a utility enterprise, 
increased rate of return permitted for ac- 
tivities of supplier of telephone e<|uipment, 
under the part of the utility enterprise 
could not be sustained on theory that it 
represented a reward for efficiency, where 
commission failed to specify any amount of 
such reward and there was no way of de- 
termininc amount of increase rate of re- 
turn permitted as reward for efficiency 
from part of increase due to other factors. 
West's Ann.l^iblic Util.Code, § 456. 

11. PaMIe Sarvica Caaimltalaas Cs>lt 
When Public Utilities Commission sees 

fit to permit a reward for efficiency pur- 
suant to public utilities code, it must speci- 
fy the amount of the reward, since, if it 
fails to do so, it becomes impossible to re- 
view the decision of the Commission and, 
in addition, rate payers are entitled to 
know amount of any reward included in 
their rate, since it is their money that is 
being used for the reward. West's Ann. 
I^blic Ulil.Code, { -156. 

IL Talaeomaiaalcallaas ^^IM 
Evidence supported Public Utilities 

Commission's finding as to amount of ex- 

penditure by telephone company for im- 
provements which would not be expected 
to produce any substantial increase in reve- 
nues, which were important part of reve- 
nue producing system and which were used 
to increase average year rate base in deter- 
mining telephone rates. West's Ann.Public 
Util.Code, i 1705. 

II. TalaMaaaaleatlaas «B3I], SIS 
Within rule that Public Utilities Com- 

mission in rate-making determines reve- 
nues, expenses and investments for test 
year and adjusts test period results to al- 
low for reasonably anticipated changes in 
revenues, expenses, or other condition, so 
that the lest period results of operations 
will be as nearly representative of future 
conditions as possible, the Commission may 
not adjust one side or part of the equation 
without adjusting the other, unless there is 
a finding that the particular expenditure is 
extraordinary. West's Ann.Public Util, 
Code, { 1705. 

14. Talaeamaiaaleatleaa ^^IIS 
In determination by I^iblic Utilities 

Commission of telephone rates, wherein 
there was no finding that certain telephone 
company investment which would not pro- 
duce increased revenues was extraordinary 
or that the anticipated increase in revenues 
for future years were insufficient to offset 
anticipated increase in expenses and invest- 
ment, commission was not justified in ad- 
justing the average year rate base to re- 
flect such investments by "rolling back" 
such investment into the test year. West's 
Ann.Public Util.Code, | 1705. 

I}. Tslaeammaalcatlaai «=>3ia 
I'or purposes of determining rate for 

telephone company, adjustment of average 
year rate base to reflect capital expendi- 
tures which would not increase revenue 
was not warranted to offset effects of in- 
flation. West's Ann.Public Ulil.Code, | 
456. 

I*. TalacaaimualeaUaaa OSIt 
Rate of return of 7.85% for telephone 

company, with 9.5% on common equity, 
was  within  range of  reasonableness and 
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Public Utililio Commistion did not abuse 
its discretion in fixiiig such rate. West's 
Ann.Public Util.Codc, § 456. 

17. Telscftmmunleatlons $a3l7 
Since, in light of dominance of tele- 

phone system and its integrated position, 
utility enterpri<ic must be viewed as a 
whole without regard to separate corporate 
entities, Public Utilities Commission, in 
setting rates for subsidiary telephone com- 
pany, property used actual costs of basic 
research, assistance in engineering, legal, 
accounting, financing and other services 
rendered by parent to subsidiary, rather 
than the one percent of subsidiary's gross 
revenue paid to parent for such services. 
West's Ann.Public Util.Code, S 456. 

It. TalMominunloBlleHS ^331 
Increase in basic charge for "life line 

service" to telephone subscribers from $2.- 
25 per month, with message allowance of 
JO units, to $2.95 with message allowance 
of 20 could not be sustained on the record. 

It. TalMomffluntoatlans ^>26l 
Public Utilities Code authorizes Com- 

mission to order telephone company to 
make changes to secure adequate service or 
facilities. West's Ann.Public Util.Code, JJ 
761, 762. 

M. TeUeoniinaaleatlons «9336 
Upon Public Utilities Commission 

finding that plant additions of at least 
|75O,0tX),O0O per year by telephone compa- 
ny for the following three years would de- 
crease likelihood of service problems. Com- 
mission had authority to order telephone 
company to install $7511,000,000 of plant ad- 
ditions for each of the three years, espe- 
cialfy since Commission had power to re- 
view specific expenditures made from the 
gross amount and to disallow as an ex- 
pense any which it considered unjustified 
or wasteful. West's Ann.Public Util.Code, 
H 761. 762. 

II, TalManmiialcatlani «=>33< 
Public Utilities Commission's findings 

that plant additions of at least V50,000,000 
per year by telephone company for follow- 
ing three years would decrease likelihood 

of service problems was sufficiently specif- 
ic to satisfy requirements of section of 
Public Utilities Code providing that Com- 
mission's decision in rate-making case shall 
contain, separately stated, findings of fact 
and conclusions of law on all issues mate- 
rial to the order or decision. West's Ann. 
Public UtiLCode, {{ 761.762, 1705. 

». Pnblle SarviM CammlsslMS «=>24 
When conflicting evidence is presented 

from which conflicting inferences can be 
drawn, the Public Utilities Commission's 
findings are final. West's Ann.Public 
Util.Code, SS 761,762,1705. 

13. TtlMOainiitaleatlaas C=>SI3 
Even though telephone company was 

monopoly with captive consumers, expendi- 
ture for advertising which should result in 
reductions in operating costs and more ef- 
ficient service to rate payer were reaaoii- 
able operating expenses and properly al- 
lowed in rate-fixing case. Wcifs Ann. 
Public Util.Code. {§ 761,762. 

24. TalMeiamttalealUns «=>330 
Evidence supported increase in tele- 

phone company's rate and installation 
charges for equipment and service func- 
tions. West's Ann.Public UtiLCode, {| 
761, 76a 

29. Teleeemmaaleatlaas «=>33 
Where petitioner had been issued three 

subpoenas to compel attendance of tele- 
phone company's' president and two other 
corporate officers at public hearings in- 
volving telephone rate increases but had 
delayed serving subpoenas for 14 days until 
eve of the return date. Public Utilities 
Commission did not abuse its discretion in 
quashing subpoenas on ground they had 
not been properly served. West's Ann. 
Code Civ.Proc. { 1987. 

26. Paklle Sarvlei Commlsslaas «32i 
Innuendos of misconduct, in absence 

of specific allegations, were insufficient 
basis for review of propriety of meeting of 
Public Utilities Commissioners at an air- 
port on July 4 in connection with filing of 
amended petition for rehearing of Commis- 
sion's decision in rate case. West's Ann. 
Public UtiLCode, § 306. 
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27. T«rM*iiiiniiiileatl*«< «=>344 

Once il had been determined that tele- 
phone rate increases were invalid, increas- 
es could not be continued in effect until 
Public Utilities Commission established 
new rates. 

2*. TalMtmmaaloallMi «3343, 344 
Where, in telephone rate case, portions 

of Public Utilities Commission's decision 
dealing with treatment of federal and state 
tax expense, adjustment of price paid for 
eijuipment to related corporation and cer- 
tain capital expenditures which did not in- 
crease revenue could not be sustained on 
the record and it was possible that amount 
of money involved was equal to or exceed- 
ed the amount of the increase, the order 
increasing rales must be annulled in its en- 
tirety and Commission must reinstate rates 
of its last preceding lawful order, but it 
might grant interim rate increases upon 
appropriate findings. West's Ann.Public 
Util.Code, { 1705. 

it. Puklle Sarvlei Cemmltileaa «=>7.l 
Public Utilities Commission has power 

to prescribe rales prospectively only and 
Commission cannot, even on grounds of 
unreasonableness, require refunds of 
charges fixed by formal finding which has 
become final. West's Ann.Public Util. 
Code, { 728. 

30. Ttlte«mmanloatl*ns ^343 
Where telephone rate increases lutho- 

riied by Public Utilities Commission were 
annulled, telephone company was not enti- 
tled to have case remanded to Commission 
to set a new lawful rate and to have re- 
funds limited to difference, if any, between 
rale set in decision and rate set in the fur- 
ther proceedings, inasmuch as that would 
involve proscribed retroactive rate-making. 
West's Ann.Public Util.Code. { 728. 

William M. Bennett, in pro. per. 

Roger Arnebergh, City Atty., Charles E. 
Matison, Deputy City Atty., John W. Witt, 
City Atty.. William H. Kronberger, Jr., 
Deputy City Atty., Thomas M. O'Connor, 
City Atty., Milton H. Mares and William 

F. Bourne, Deputy City Altys., W. Keith 
Woodmansee, Walnut Creek. Michael M. 
Stein, Beverly Hills, and Rinaldo S. Bruto- 
co, Los Angeles, for petitioners. 

Mary Moran Pajalich and Timothy E. 
Treacy,   San   Francisco,   for  respondents. 

Jf ETERS, Justice. Jff* 

In these consolidated proceedings we re- 
view Decision No. 788SI of the Public 
Utilities Commission which authorizes in- 
trastate telephone rate increases in the 
amount of f\4i million annually. We have 
issued a partial stay providing that all 
sums collected by Pacific Telephone and 
Telegraph Company pursuant to the rales 
authorized by the decision shall be subject 
to refund in whole or in part upon order 
of this court should the decision or Deci- 
sion No. 77984 of the commission be an- 
nulled or modified. The latter decision, 
which related to the calculation of Pacif- 
ic's federal income tax expense for rate 
making purposes was rendered during the 
course of the proceedings which subse- 
quently resulted in the instant rate deci- 
sion, and we recently annulled the tax ex- 
pense decision in City & County of San 
Francisco v. Public Utilities Com., 6 Cal.3d 
119. 98 CaLRptr. 286,490 P.2d 79& 

In Pacific Tel. & Tel. Co. v. Public Util. 
Com., 62 Cal.2d 634, 644-645, 44 Cal.Rptr. 
I, 7, 401 P2i 353, 359 the commission's 
general approach was described as follows; 
"It appears that in telephone rate proceed- 
ings in California the general approach 
employed by the commission, and followed 
in the present case, is to determine with 
respect to a 'test period' (I) the rate base 
of the utility, i. e., value of the property 
devoted to public use, (2) gross operating 
revenues, and (3) costs and expenses al- 
lowed for rate-making purposes, resulting 
in (4) net revenues produced, sometimes 
termed 'results of operations.' Then, by 
determining the fair and reasonable rate of 
return to be fixed or allowed the utility 
upon its rale base, and comparing the net 
revenue which would be achieved at that 
rate with the net revenue of the test peri- 
od, the commisaion dcterminct whether and 
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how much the utility'a run uid chargei 
should be raised or lowered. .    .   The 
test period is chosen with the objective 
that it present as nearly at posaible the op- 
erating conditions of the utility which are 
known or expected to pertain during the 
future months or years for which the com- 
mission proposes to fix rates. The test-pe-, 
riod results are 'adjusted' to allow for the 
effect of various known or reasonably an- 
ticipated changes in gross revenues, ex- 
penses or other conditions, which did not 
obtain throughout the test period but which 
are reasonably expected to prevail during 
the future period for which rates are to be 
fixed, so that the test-period results of op- 
erations as determined by the commission 
will be as nearly representative of future 
conditions as possible." 

Itit iThe same general approach was followed 
in the instant proceedings, using 1970 at 
the test year. 

In 1961, section 170S of the Public Utili- 
ties Code wat amended to provide that 
" .    . the commission shall make and 
file its order, containing its decision. The 
decision shall contain, sefanltty staled, 
findings of fad and conclusiont of law by 
the commission on all issues material to 
the order or decision. ..." (Italics 
added.) 

[I] In California Motor Transport Co. 
V. Public Utilities Com., 59 Cal.2d 270, 
273-275, 28 Cal.Rptr. 868, 870, 379 P.2d 
324, 326, this court reviewed a commission 
order applying the new scope of review 
dictated by the amendment of section 1705. 
Wc held that a findinc of "public conven- 
ience and necessity" was an ultimate find- 
ing and that to be sustained by the court 
"(e]very issue that must be resolved to 
reach that ultimate finding is 'material to 
the order . . . .'" and must be sep- 
arately stated.    The decision left to the 

commiition the diicrction to determine the 
factors material to public convenience and 
neceisity but held that section 1705 requiret 
it to ttate what thoie facton are and to 
make findings on the material issues which 
ensue from the factors. 

It hat been repeatedly emphasized that 
separate findings are essential to "afford a 
rational basis for judicial review and astitt 
the reviewing court to aKertain the princi- 
ples relied upon by the commission and to 
determine whether it acted arbitrarily, at 
well as astist parties to know why the case 
was lost and to prepare for rehearing or re- 
view, assist others planning activities in- 
volving similar questions, and serve to help 
the commission avoid careless or arbitrary 
action." (Greyhound Lines, Inc. v. Public 
Utilities Comi. 65 Cal.2d 811, 813, 56 Cal. 
Rptr. 484, 485, 423 P,2d 556, 557; Pacific 
Tel. & Tel. Co. v. Public Util. Com., supra. 
62 CaL2d 634, 648, 44 Cal.Rptr. I, 401 P2d 
353; California Motor Transport Co. v. 
Public Utilities Com., supra. 59 Cal2d 270. 
274-275, 28 Cal.Rptr. 868, 379 P.2d 324.) 
We must review the findings accordingly. 

FEDERAL TAX EXPENSE 

[2] Our decision annulling the commis- 
sion's tax expense' decision in City & 
County of San Francisco v. Public Utilities 
Com., supra. 6 CaL3d 119, 98 Cal.Rptr. 286, 
490 P.2d 798, was filed after the commis- 
sion had established the rates before us. 
The commission in the instant decision in 
fixing the amount of Pacific's federal tax 
expense followed its tax expense decision. 
Since the latter decision was annulled, the 
instant decision must also be annulled.* 

IThe fact that the commission reopened   ||» 
the proceedings with respect to the ques- 
tion of federal income tax expense after 
our decision does not militate against this 
conclusion.    In Pacific Tel. & Tel. Co. v. 

I. It is ni>t clear liiiw luurli of tUe $143 
luilUon •niiiinl IncrvaiM i« tliio to tlie com. 
inlitiiluu'a clmnxu in IIM trejilmvnt of f«(l- 
cral IflE exiwinw. An iioimeO out In our 
o|*lnlon in City A County of Sun Fmn- 
liaca V. PuUlc Ulilitiot ram., tufra. 0 
CalJd 110, 129. M Oal.Iliitr. 280, 480 P. 

2d 708. tli« rommlnton refuaetl to talifl 
rvidrnco. Tb« diwivntlnie coMiniaalouen 
in Itccinion Nu. 77IIS4. typm. ralinintnl 
lliat llio in<-n'nit»l rnut In tlic next 10 
yenra ilue to t)ic oomniiiMion'i tnx ci|ieniie 
ilecitiou would be between 750 million BMI 

one billion ilollara. 
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PuUic Ulil. Com., tu^ra, 62 C«l.2d 634. 
649-656. 44 Cal.Rptr. 1, 401 PM 3SJ. the 
coniinissKMi commenced an invcstieation 
into the lawfulness of Pacific's rates, after 
lengthy hearings it conchidcd that the rates 
were excessive, it ordered new, lower 
rates, and it ordered a refund of excessive 
rates in the amount of $80 million collected 
by Pacific during the pendency of the rate 
proceedlnifs. We annulled the refund or- 
der on the ground that general rate making 
is legislative and looks to the future, that 
the Legislature has authorized rate 
changes only for the future, and (hat the 
commission did not have power to order 
refunds on the ground of nnreasonaltleness 
where the rate had been previously found 
to be reasonable. It follows that, unless 
the rate order now before us is annulled, it 
will become a lawful rate and that all 
funds collected pursuant to it would belong 
to Pacific and not be subject to refund. 

In other words, we must annul the rate 
order now before us, because otherwise the 
rates therein, which arc based in part on 
the annulled tax expense decision, will be- 
come lawful rates for the future and will 
preclude refunds. 

STATE TAX EXPENSE 

The commission concluded that for pur- 
poses of computing the expense allowance 
for Pacific's state corporation franchise 
tax liability, it would follow the same ac- 
counting procedures as to depreciation a> 
the federal tax expense computation, i. c., 
accelerated depreciation with normaliza- 
tion. Under the commission's 1968 deci- 
sion, the accounting procedure followed 
was imputed accelerated depreciation with 
flow through. 

Accelerated depreciation for tax pur- 
poses results in a tax saving or deferral. 
(See City & County of San Francisco v. 
Public Utilities Com., supra, 6 CalJd 119, 
123,98 Cal.Rpir. 286. 490 PJd 79a) 

The problem presented is whether the 
tax saving or tax deferral should inure to 
the benefit of the ratepayer in the form of 
lower rates or whether the tax saving or 
deferral should be retained by the utility 
with no reduction in rates. When the sav- 
ing is passed on to the ratepayer, the ac- 
counting procedure is called accelerated de- 
preciation with flow through.' When I the J|^ 
saving is retained by the utility, the ac- 
counting procedure is called accelerated de- 
preciation with normalisation.' 

1 AMiNireiitly. all utilities in Cnllfonila ei- 
reitt f'lM-ifU- find Oencrnl TeleHton« fol- 
low nitt-lcrntcil il«|irM'iatluti wlih flow 
llirudith nM to both fcHliTiil nn<1 Mtnte In- 
roiii« lax rxitcnw*. Pai-ific ami (leocnil 
Trtf|il(onc linvr apiMrvntly in the |hi>t 
ut*nl MtnitKht line acprut-inlion. In 1UC8. 
IIHI ttmimiiMlon, rfcvKnizinx ttuit It i-wuld 
MK «Mn|trl Pnrifir ami General THr|»lioiie 
to Hinigce ilR tux |>rm-ru'OM. iievrrthrlnta 
rODvluflMl thnt the two r^riiorntiona wi*re 
iM-tlns ini|>ruilrnlly nntl ik>lfrininr«l that 
(or ituriMme of ratr«, it would impmlc mv- 
ivicrnteil ile|>r«<-iali«in to llifin with (low 
Ihrouirh o( tli« imfnted tax luivtnipi to the 
rairiiaycr. 

y Acwieratrd deprtdatiun wltb aornialiu- 
lion DM>nn« that the utility IIAJTM It* in- 
eoiuc or (rnnHilK tax on the lia»ia of ac- 
rvlerntcd (k*pre<*Ultiun. The rointniiuioD. 
for rate )iur|iuiira. then rvciMD|Hili*« what 
VouM hnvc been lite tax HaMUi if 
alraighi line hntl been uwrti, nnd thla 
•mount ta creafeil a* (ktf tnx exiimM to 

be recoveretl by the utility tbrooch Its 
ratea aa an «x|tenae of doing bunincaa. 
The difference betwren the actual liat>ility 
for iBXea of the it)r|iorntion and tha re- 
coiu|tute«l laxei on the basia of etraijcht 
line la ibeu uvt up on the booka iii n rc- 
aerve for deferreil taxra. 

TIM ayatein (oHowail bjr nonielfphoua 
Dtiliiiea. at-rcterntnl ilepredatiun with 
flow throuKh. in that the utility |*Bya 
taxoa on the bnali of a«i:vlcrate«l ilcpret-ln- 
tion and the actual tax ex|ienae ia the 
amount nlluwetl na lax cx|ieniMt fur rnle 
tiiiritoaea. 

Tlie third ayatcm. impulrd an-eh-rated 
ilrprei-lation with flow through, wliich waa 
applied to Pacific and General i^epboka 
In ItlOS. ia tluit (lie ntlUty fiaya it* tax* 
ea on the bnala of atralglit line depn'rla- 
rion but the coaimiaHlon ret-oniputea thuao 
tnxca na if awelcrntcil dvprealalion had 
bren uaed. aiwl only ihia latter flgurv la 
allowed  aa  a  las  exiienM  for rate  par- 
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In (he decision which we annulled the 
commission held that Pacific's jcderai in- 
come tax expense would be computed {or 
rate making purposes on the basis of accel- 
erated depreciation with normalization, and 
in the instant decision the commission con- 
cluded that stale corporation tax expense 
would also be computed on the basis of ac- 
celerated depreciation with normaliiation.* 
The commission reasoned: "If Pacific 
were to adopt 'flow-through' accounting 
for state income taxes using accelerated 
depreciation, it would not appear to be in 
compliance with the prerequisite in the In- 
ternal Revenue Code that a Uxpayer such 
as Pacific must use the 'normalization 
method of accounting' to qualify for the 
use of accelerated depreciation for federal 
income tax purposes. In any event, the 
state income taxes are a relatively small 
portion of total income taxes paid by Pacif- 
ic. Under these circumstances it is not 
warranted to consider different accounting 
and rate-making treatment for state than 
for federal taxes. We find that the staff 
was correct in basing its determination of 
revenue requirement in Exhibit No. 66 on 
the use of normalization for both state and 
federal income taxes. This avoids the pos- 
sibility of jeopardizing the much larger 
federal income tax deferrals." 

[3] The above quoted matters consti- 
Jl,<* tute the only discussion by the contnission 

of the depreciation allowance as to state 
corporation franchise taxes. Wc have an- 
nulled the decision of the commission es- 
tablishing accelerated depreciation and nor- 
malization as the method of computation 
of federal tax expense in City & County of 
San Francisco, mpra. Since the sole basis 
for the instant decision as to state taxes 
was the annulled decision as to federal 
taxes, the instant decision, to the extent tt 
relates to the state taxes, cannot be sus- 
tained. 

Moreover, even if the decision as to the 
treatment of federal taxes had l>een per- 

mitted to stand, the commission's determi- 
nation as to lUtc laxci could not be up- 
held. 

[4] The commission's decision may not 
be upheld on the theory that the amount 
involved is. insignificant The commis- 
sion's Table II, Results of Intrastate Oper- 
ations Under Present Rates—Test Year 
1970. reflects that for the test year the 
adopted federal taxes were $10I,800,(XM 
and the adopted stale taxes were $19 mil- 
lion. Thus the ratio is approximately five 
to one. It seems reasonable to assume that 
the same ratio would apply with regard to 
tax savings. Thus under the $7S0 million 
to $1 billion estimate of rate increase in 
the next 10 years due to the federal tax 
decision, there may be rate increases 
amounting to $200 million in the next 10 
years due to the instant decision's treat- 
ment of state tax expense. There is no 
showing before us which would warrant 
the conclusion that the amount of money 
involved is negligible; the commission, so 
far as appears, did not take evidence as to 
the effect on state tax expense of the in- 
stant decision as compared to alternative 
treatment. Accordingly, it would be im- 
proper to assume that only a trivial amount 
of money is involved, and the commission's 
decision cannot be upheld on the theory 
that the importance of the decision as to 
state tax treatment is minimal. 

[5] Nor may the commission's state tax 
treatment be upheld on a theory of admin- 
istrative convenience. No additional com- 
putations arc required to apply accelerated 
depreciation with flow through. Pacific 
will be paying its taxes on the basis of ac- 
celerated depreciation, and this figure 
would thus be readily available. Moreover, 
in order to establish the tax reserve used 
in normalization, it is essential to calculate 
in the rate books the tax which will be 
paid on the basis of accelerated deprecia- 
tion and which would have been due with- 
out accelerated depreciation.    (See fn. J.) 

4. Tlie (olcml lax expenar ilecUion waa 
lutaed on n chBngc In (cikral tax law. 
Tliere lioa bveu uo cu(ii|>arabla cliaiite ID 
our coriiorHle traDcliine  tax law.    TbuM, 

lli« rommiiwlon t'ould not nnd Oiil not tn 
tbe iustant dcciaion rely on tba %fWitu\M 
In tbe federal deeUioo. 
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[6] Although the goal of uniformity 
between treatment of federal and state tax 
expense may sometimes furnish a basis 
for adoption of particular rate procedures, 
uniformity does not justify the state tax 
treatment adopted by the commission. As 
pointed out above, federal law and state 
law are not the same with respect to the 
use of accelerated depreciation. Thus, the 

Im Itanie considerations do not apply. In the 
light of the potentially large amount of 
money involved and the lack of any admin- 
istrative inconvenience, the limited uniform- 
ity sought by the commission as to depre- 
ciation would not justify the substantial 
departure from ordinary principles of rate 
making.* 

[7] We cannot agree that to adhere to 
the ordinary principle of accelerated depre- 
ciation with flow through with regard to 
state taxes would jeopardize Pacific's fed- 
eral lax benefits.* 

Section 167(0 (2) of the Internal Reve- 
nue Code, as amended in  1969, provides: 
"In the case of any post-1969 public utility 
properly,  the term 'reasonable  allowance' 
[for depreciation]   as  used  in  subsection 
(a) means an allowance computed under— 

"(A) a subsection (I) method [straight 
line    depreciation    (see    Inl.Rev. 
Code, S 167, subs.  (/)  (3)  (f))], 

"(B) a method otherwise allowable un- 
der this section (such as accelerat- 
ed   depreciation]   if   Iht   taxpayer 
uses a tiorpialutttion method of ac- 
covitling, or 

"(C) the applicable 1968 method, if, with 
respect to its pre-1970 public utility 
properly of the same (or similar) 
kind most recently placed in serv- 
ice, the taxpayer used a flow- 
Ihrough method of accounting for 

S. W« iioiuted out In Clljr A County of 
San KraDciaro. »tipra, ttint Ilia Kaoerel 
rula folluwetj by all nuulcleplione utllltlea 
ia acculerateil Uepret-iution with flow 
llirouith. Hius llio inalnnl tleciaioo n:)»- 
rvaonu a deiMrtura frum tlm baalc prin- 
ciple KOveruInK trcntini'nt of tax eipciiae. 
(V Cal.3<l at pp. 124. 129, 08 Cal.Itptr. 
280, 400 P.2<l 790.) 

101 Cal.Hplr.—11 

its July 1969 accounting period." 
(Italics added.) 

Subsection (f) (3) (G) defines normali- 
lation: "In order to use a normalization 
method of accounting with respect to any 
public utility property— 

"(i) the taxpayer must use the same 
method of depreciation to compute both its 
tax expense and its depreciation expense 
for purposes of establishing its cost of 
service for ratemaking purposes and for 
reflecting operating results in its regulated 
books of account, and 

"(ii) if, to compute it* allowance for de- 
preciation under this section, it uses a 
method of depreciation other than the 
method it used for the purposes described 
in clause (i), the laxfayer must mate ad- 
justments to a reserve to reflect the defer- 
ral of taxes resulting from the use of such 
different methods of depreciation." (Ital- 
ics added.) 

jyhen section 167(0 (3) (G) (ii) is read Jitt 
as a whole, it is clear that the reserve for 
deferred taxes need only reflect the defer- 
ral of taxes resulting from the use of 
"such" different methods of depreciation 
and that such different methods of depre- 
ciation mean the difference in the allow- 
ance for depreciation "under this section." 
The term "under this section," of course, 
refers only to federal taxes and not to 
stale taxes. 

For the foregoing reasons, the computa- 
tion of stale tax expense cannot be sus- 
tained. 

THE    WESTERN    ELECTRIC 
ADJUSTMENT 

In prior rate proceedings involving Pa- 
cific,   the   commission   generally   adopted 
certain adjustments to Pacific's plant and 

6. Wa aasumo for tba purpooa o( Uiacuualon 
and contrary to fact tbat wa aftlruiad 
the faderal tax tiecialon of tha coiiimla- 
•Ion. Of counMi wa annullatl it. Hinca 
the commiaalon muat ro-onalder tba federal 
lax trctttuient It ia only apcculutiva that 
titera will be any federal tax benellta for 
Padtic. 
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expenses to establish lower prices than 
those actually charged Pacific by its affili- 
ated manufacturer. Western Electric G>m- 
pany, Inc. Western is a wholly owned 
subsidiary of American Telephone and Tel- 
egraph Company, and American holds 90 
percent voting control of Pacific. I'he re- 
ductions were based on the theory that 
Western should be entitled to no greater 
rate of return than would be reasonable 
for a regulated utility. 

In the instant decision, the commission 
concluded that no adjustment should be 
made. The commission refused to make 
the adjustment not only as to current pur* 
chases by Pacific from Western but also 
refused to make the adjustment with re- 
apect to equipment and plant purchased 
prior to 1968, the last year the adjustment 
was made in setting Pacific's rates. 

The commission pointed out that West- 
ern during  the  years   1946 through   1969 

had received a return on net equity from 
its Bell System operations of lO.l to 10^ 
percent. (This, of course, is substantially 
higher than the return permitted Pacific 
during the period or in the current pro- 
ceeding.) ^Thc commission found that 
Western was efficiently operated, and 
pointed out that section 456 of the Public • 
Utilities Code permits incentives and re- 
wards for a more efficient management of 
an enterprise.^ 

The basis of the commission's decision is 
that, as to the activities of Western, a rate 
of return should be permitted commensu- 
rate to an ordinaryImanufacturer's rate of IM 

return and that when Western it permitted 
such  return,  its  prices  were  reasonable.* 

We extensively considered the Western 
Electric adjustment in Pacific Tel. & Tel. 
Co. V. Public Util. Com., su^ra, 62 Cal2d 
634, 659-662. 44 Cal.Rptr. 1. 401 P2d 353. 
We set forth the commission's findings as 

7. Swtlon 400 of tbc PMUIC UiiliticM Coda 
provide*: "Notliinc hi thta \mrt aliaU ht 
tioaktrvfi to prolitbU any iiubllc utility 
from iirodtlnc, to tbo rKtent jirnnfltcil by 
tba eomniiaaloa, from any ccouoiufM, e(- 
fldiMM-leM, or improvenicnu wliU-h it may 
muk«, antl frum 4)iatrikutins by way of 
Ulviilcnda, or otliurwise itia|io«inc of. aucli 
profits. The conimiiMion niny make or 
iMTiiiU aurh arrancetucni witb any inibllir 
utility aa It <)«riiu wiiw for tlw t>uriMMe of 
cpcouracinjt M-ononiiv*. rfficii'Ddra, ur im- 
prurccaeMa anil aeiurlnK to the public 
utility miikinit ibrm aui-b lurtion of IIM 
profita tbcrcwf aa (li« (^tniRtimlon dcter- 
mt »««.** 

t. Tbfl oomnljuilon reasoned: "Tlie iateot 
uf Scctioa 490 aUo alioulil apply to aa 
affiliala of a California utility. It ia 
quit* puaaiblo that the rtaka Inlterent In 
tha manufacturlnjt o|)cratioBa and In tha 
aervice ao«l aup|»)y ut«fration« of Weatem 
f^tictric ara not quite aa Jtrriit aa tlic 
otieratinx riaka of aoma of tha maaufac* 
turen u»cd In the cuniimrative data pra- 
aeatcd ta thia procvMlinf. Tbara ia no 
qucalioo. Iiowevcr, tbnt IIM capiCjil atruc- 
tura of Wealem Ekctric la almilar to 
that of inanufacluntra. Tlicrv ia alao 
aiupla evifkofa that Weatera KlectrJc lina 
tkc«a optrateJ ID an cKtrvuicly efficient 
nuuwcr, as ooanparoil witb other enlcr- 
priaea. Coaaiderinc tha rtaka and cffl- 
cicncfea of Western KloLtric'a total opera- 

ttona, we deem It resaonalde for Waitera 
Elactrie Co have earned tha returaa It 
rcHlisad froin 1040 throucb 1000. No 
edjiMtment to lh» pri<-ca ebamed Fadfle 
fur iiroducta and aervii-ea durlnf that 
period ia warranted. 

"Kurtlier teat^ of rrnaoniiblrneaa nro 
apiirupriiito In reviewing tlw nuinufactur* 
lux functiona and lb* aarvica and auppiy 
functlona |ierforineil by Weatvm Elctrtric. 
Alao, altUuuRli manufiu-turtttK ia not a 
uormnl fiintiion of a utility, aucb acrvlca 
nnd au|iply functiomi na |Nin-ltaaln|t from 
other manufncturrra, atorfkeeploK. in- 
atalllnc. rcimlriiiK niid aalviMCinx are nor> 
mal utility fuoctiona. Kven tbouab 
Wratem Kliyirie did not enm an un- 
reaMonnbly Mith rvtum on Ita operatlona, 
a downward n<IJuMtment in pricea ebaracd 
would ho appropriate if Weatem Elei-tric 
pricea for manofiu-turctl producta were 
Miclier than aimilar producta manufnc- 
turcd by otliera or If Pacific could per- 
form the aerrice and anpply fnactiooa at 
lower vntt than tlic chargea by Wcatcra 
Electric. . . . Kxbiblta Noa. 8 and 
H-A abow that It would coot nt leaaf 
$14,500,000 more per yctir for Pacific to 
duplicaia the aarvica and aupidy fim-UonN 
uow itcrformod by Weatoru Electric. 
These exhibits continu that no adjuat- 
mctit to Western Electric pricea for 
mntiufticl u red producta or for aervices 
and aupidlea Is warranted at this tins.** 
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to the corporate affiliation of Pacific, 
Western, and American, a> to the domi- 
nance of the Bell System in providing tele- 
phone service, and as to its advantage in 
its integrated position of being researcher, 
designer, engineer, manufacturer, distribu- 
tor, installer, repairer, junker, and operator 
of 80 percent of the telephone business in 
the entire continental United States. 
Those findings were not disputed by Pacif- 
ic. We concluded: "The determination of 
the commission in the present case that 
Western is entitled IQ no greater return on 
its sales to Pacific than Pacific is entitled 
to earn on its operations, and that Ameri- 
can should not be permitted through the 
corporate instrument of Western to subject 
Pacific's ratepayers to the burden of pro- 
viding a greater return, is based not only 
on extensive findings made by the commis- 
sion on the subject but also on the methods 
and principle theretofore followed by the 
commission . . . and as the commission 
expressly found herein, produces a fair and 
reasonable result." (62 Cal.2d at pp. 661- 
662. 44 Cal.Rptr. at p. IB, 401 P.2d at p. 
370.) We rejected Pacific's contention 
that it was error for the commission to 
omit "to include a finding of fact as to the 
reasonableness or prudence of Pacific's 

IH* purchases Ifrom Western and payment of 
the prices charged, ..." (62 CaL2d at p. 
661. 44 CaLKptr. at p. 18. 401 P.2d at p. 
370.) 

(8] We thus determined that, where it 
appears that a utility enjoys the dominant 
position shown by the commission's find- 
ings, it may not through the use of corpo- 
rate instrumentalities obtain a greater rate 
of return than the utility would be entitled 
to in the absence of the separate corporate 
entities, and it was not determinative 
whether the prices charged by one affiliat- 
ed corporation to another might be consid- 
ered reasonable. In other words, the utili- 
ty enterprise must be viewed as a whole 
without regard to the separate corporate 
entities, and the rale of return should be 
the same for the entire utility enterprise. 

[9] We ace no reason to depart from 
our holding. A corporation should not be 
permitted to break up the utility enterprise 
by the use of affiliated corporations and 
thereby obuin an increased rate of return 
for its activities. In the light of the domi- 
nance of the Bell System and its integrated 
position, we again reject the view that a 
finding of the reasonableness or prudence 
of Pacific's purchases from Western would 
warrant termination of the Western Elec- 
tric adjustment. 

There has been no substantial change 
since our prior decision as to the domi- 
nance of the Bell System or as to the rela- 
tionship between Pacific. American, and 
Western. Accordingly, Western must be 
considered part of the utility enterprise, 
and its prices should be adjusted to reflect 
no greater rate of return on its sales to 
Pacific than Pacific is entitled to earn on 
its operations. This result cannot be 
avoided on the basis of a finding that 
Western's prices were reasonable when 
compared to other manufacturing enter- 
prises. 

[10,11] The increased rate of return 
permitted for Western activities may not 
be sustained on the record before us on the 
theory (hat it represents a reward for effi- 
ciency. When the commission sees fit to 
permit a reward for efficiency pursuant to 
section 456 of the Public Utilities Code 
(see fn. 7), it must specify the amount of 
the reward. If the commission, in permit- 
ting a reward, fails to specify the amount 
of the reward, it becomes impossible to re- 
view the decision of the commission. 
Thus, in the instant case, there is no way 
of separating out the amount of the in- 
creased rate of return permitted as a re- 
ward for efficiency and no way of deter- 
mining what part of the increase is due to 
other factors. In addition, the ratepayers 
are entitled to know the amount of any re- 
wards included in their rates since it is 
their money that is being used for the re- 
ward. When the commission determines to 
give away ratepayers' money, it must at 
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IcaM lell the donon how much they are 
givinf. 

JlUlNEW NONREVENUE PRODUCING 
CAPITAL EXPENDITURES 

The commiision followed its usual prac- 
tice in calculating the rale base for the test 
year 1970 by using an average year rate 
base. However, the commission then ad- 
justed the figure to reflect that ^5 million 
of 1970 capital expenditures and $80 mil- 
lion of 1971 capital expenditures would be 
nonrcvcnuc producing. The commission 
increased the rate base on the basis of 
those figures in arriving at a pro forma 
rate base. Also the commission adjusted 
the depreciation expense, ad valorem taxes, 
and income taxes. 

An executive of Pacific letlificd that 
there would be discretionary investment in 
1970 and 1971 in the above amounts. The 
discretionary items were identified as im- 
provements in the service which apparently 
were not immediately necessary but would 
be necessary in the long run. l°hc execu- 
tive listed such items as replacement of 
older offices, centralised automatic call 
distributing systems, broad band restora- 
tion which permits quicker restoration of 
service when there is a wreck or fire, im- 
provement of coin boxes so as to better 
withstand vandalism, undergrounding in 
residential areas, improved pressurisation 
of cables, and new items of station cquip- 

Althoiigh the witness did not identify 
these investments as nonrevenue producing 
investments but rather as discretionary in- 
vestments in the sense that they were not 
required by commission order or to main- 
tain service, it seems appurent that most of 
the items would not be expected to produce 
any substantial increase in revenues. 

(12) The commission's categorization 
of nonrevenue pro«lucing investment is 
probably a misnomer; the investments arc 
an important part of the revenue producing 
system, aiul it would seem more appropri- 
ate to term the investments as investments 
which  will   not  increase   revenues   rather 

than nonrevenue producing. With this 
qualification, the evidence is sufficient to 
support the commission's finding as to the 
amouHl of exptndilurt for "nonrevenue" 
improvements, and the contention that the 
evidence is iijsufficiept must be rejected. 

It is also claimed that the findings of the 
commission are insufficient to justify the 
adjustment of the rate base and expenses. 
The commission stated: "In Exhibits Nos. 
75 and 102, Pacific includes alternative 
1970 results of operation using a weighted 
average rate base and a year-end rate base. 
Pacific contends that the use of a year-end 
pro forma rate base is justified in this pro- 
ceeding to offset the erosion of rale of re- 
turn which is the inevitable effect of infla- 
tion. Pacific points out that the Commis- 
sion ifrequently has made an allowance in Im 
rate of return to lake care of anticipated 
attrition in earnings which results primari- 
ly from inflation. 

"We do not agree that the use of a 
year-end rate base necessarily is appropri- 
ate. For example, if all of the capital ad- 
ditions installed by a utility during the 
year are directly related to providing serv- 
ice to new customers, the additional net 
revenues to be received from those new 
customers normally should also be reflected 
in the test year if a year-end rate base is 
to be used. On the other hand, we often 
have utilized a rale base which was higher 
than either a weighted average or a year- 
end rate base when installation of non-rev- 
enuc-prodncing plant is imminent. In such 
cases, the additional plant would be com- 
pleted before or soon after the new utility 
rates became effective. Not only would 
there be no offsetting additional net reve- 
nues available to offset the higher invest- 
ment, there would be additional expenses. 
Unless the non-revenuc-producing plant 
and related depreciation expense and laxes 
were 'rolled back' into the test year, the 
utility would never achieve the rate of re- 
turn found reasonable by the Commission. 

"To determine the rate of return for the 
test year 1970 for rate-making purposes we 
will consider how much additional non-rev- 
enue-producing  plant   will  have  been   in- 
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Stalled by the approximate midpoint of the 
first 12 months that the new telephone 
rates have been in effect Undisputed tes- 
timony of Pad f ic's vice president in 
charge of operations shows that about 75 
million dollars of 1970 capital expenditures 
and 80 million dollars of 1971 capital ex- 
penditures are essentially non-revenue-pro- 
ducing. Only about half of those 1970 ex- 
penditures and none of the 1971 expendi- 
tures would be reflected in a weighted 
average 1970 rate base and corresponding 
net revenue. When we 'roll back* into the 
1970 test year all such'noR'rcvenue-produc- 
ing plant that will have been installed by 
the end of 1971, including the effect of ad- 
ditional depreciation expense and addition- 
al ad valorem taxes, offset in part by low- 
er income taxes which result from the 
higher assumed expenses and bond interest, 
the end result should be reasonably close to 
the return which will be realized by Pacif- 
ic during the first 12-month period that the 
new telephone rates are in effect." 

[13] The basic approach of the com- 
mission in rate making, as pointed out at 
the beginning of this opinion, is to take a 
test year and determine the revenues, ex- 
penses, and investment for the test year. 
We pointed out in Pacific Tel. & Tel. Co. 
V. Public Ulil. Com., suffra, 62 Cal.2d 634, 
645. 44 Cal.Rptr. 1. 7, 401 P.2d 353. 359. that 
the test period results are adjusted to allow 
for reasonably anticipated changes in reve- 
nues, expenses, or other conditions "so that 
the test-period results of operations as de- 
termined by the commission will be as 

J[|IT nearly | representative of future coiulitions 
as possible." Within this rule, the commis- 
sion may adjust all figures, revenue, ex- 
pense, and investment for anticipated 
changes but it may not adjust one side or 
part of the equation without adjusting the 
other unless there is a finding that the par- 
ticular expenditure is extraordinary. This 
was recognized by the commission when it 
pointed out that it would not be proper to 
change from a weighted average rate base 
to a year-end rate base without also ad- 
justing revenues to reflect new customers. 

[14] In the instant case, the commis- 
sion did not find that the investment which 
would not increase revenue was extraordi- 
nary in comparison to past practice. To 
the contrary, the commission reasoned that 
the investment must always be " 'rolled 
back*" into the test year. The commission 
reasoned that unless the adjustment was 
made Pacific would never achieve the rea- 
sonable rate of return. This is only true if 
the increased revenues expected in the fu- 
ture will not be sufficient to offset this in- 
vestment arid other increased investment 
and expenses. But there is no finding that 
the anticipated increase in revenues wilt 
not offset all of the increased investment 
and expenses. In the absence of a finding 
that the investment which would not in- 
crease revenue is extraordinary or that the 
anticipated increase in revenue will not be 
sufficient to offset all anticipated increases 
in expenses and investment, there is no ba- 
sis for adjusting the test year figures. 

Under the findings made, we have no 
way of knowing whether the discretionary 
investment should be considered large in 
comparison to prior years when viewed ei- 
ther as to dollars to be spent or in relation 
to total investment It may be that in 
comparison to prior years, the ^5 or $80 
million figures are not large because simi- 
lar amounts were spent on discretionary 
investment in prior years. The $75 and 
$80 million figures represent approximately 
10 percent of the anticipated total of all in- 
vestments to be made by Pacific in 1970 
and 1971, and it may well be that more 
than 10 percent of the rate base for the 
test year was based on discretionary in- 
vestment If so, it would seem that any 
adjustments to be made should be made in 
the direction opposite to that followed by 
the commission. In any event, any adjust- 
ment to be made should be made only for 
that portion of the investment which may 
be deemed extraordinary. Since there is 
no finding that the investment which will 
not produce increased revenues is extraor- 
dinary or that the anticipated increased 
revenues for future years are insufficient 
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to offset unticipAtcd increased expenses 
and investment, the findings are insuffi- 
cient to support the adjustment. 

[IS] Pacific argues that the adjustment 
is warranted to offset the effects of infla- 
tion. But the two matters are essentially 

||«t unrelated. Discretionary cyenditures may 
increase or decrease without regard to 
whether there is inflation or deflation. 
Moreover, the commission did not rely on 
the inflation argument 

RATE OF RETURN 

[16] The ccnnmission fixed the permis- 
sible rate of return at 7.85 percent (with 
9.5 percent on common equity) which was 
a substantial increase over the prior rate 
order. I'rum 19^8 to 1954 the authorized 
rate was 5.6 percent, in 1954 it l>ecame 62S 
percent, in 1958 it became 675 percent and 
in 1964 it was reduced to 6.3 percent. 
(Pacific Tel. & Tel. Co. v. Public Ulil. 
Com., jupra. 62 Cal.2d 6S4. 643-644. 44 
CaLKptr. 1. 401 P.2d 353.) In 1968, the 
rate of return was 6.9 percent. 

In the last cited case, we concluded that 
the rate of return there involved was 
"within the bounds of reasonableness" and 
would not l>e disturbed. (62 Cal.2d at p. 
656. 44 Cal.Rptr. 1, 401 P.2d 353.) The re- 
turn allowed in the instant case was within 
the range of the commission's staff recom- 
mendation, was only slightly al>ovc that 
urged by petitioner cities, and was within 
the range of reasonalilcness. The matters 
considered by the commission in fixing the 
rate of return were of the same nature as 
those considered in the last cited case, and 
we are satisfied that the commission did 
not abuse its discretion in fixing the rate 
of return. 

LICENSING CONTRACT 
SERVICES 

Pacific's parent, American, provides cer- 
tain services such as basic research, assist- 

I. TiM |ii>nretitti|[c-of-rvvcoue baiiU of |uy- 
luvnt wu rvjci-ied tKs-iiu«e MIIIIOUCII uvcr 
a t"^rio«l ot ymn It miclit re«uU in 
NversKe i-KuriiCM lliot were mutonnltlc, tliv 
CIHI  ratult in  aajr  i(iirti<-ular year at a 

ance in engineering, legal, accounting, fi- 
nancing and other matters for the Bell 
System operating companies, of which Pa- 
cific is one, where these services can be 
performed more efficiently and effective* 
ly on.4 centralized basis. The amount Pa- 
cific pays to American for these services is 
computed by taking an amount equal to 1 
percent of Pacific's gross revenue. 

Historically, the commission has rejected 
the amount computed on the percentage- 
of'revenue basis when determining Pacif- 
ic's reasonable expenses for the purpose of 
setting rates.* In lieu of the percentage- 
of-revenue computation, the commission has 
used for rate setting purposes the actual 
costs to American for services rendered to 
Pacific. The licensing contractjexpcnsc al- JUB 
lowed in the instant case was computed in 
this manner. However, use of the actual 
cost figures resulted in a higher allowance 
than the actual payments made to Ameri- 
can. 

[17] We pointed out earlier in connec- 
tion with the discussion of the Western 
Electric adjustment that in the light of the 
dominance of the Bell System and its inte- 
grated position, the utility enterprise must 
be viewed as a whole without regard to 
separate corporate entities. In accordance 
with this fundamental principle, the com- 
mission properly decided to use the actual 
costs of the services rendered by American 
rather than the amount paid by Pacific to 
American. . 

LIFELINE SERVICE 

The "lifeline service" is a basic mini- 
mnm service which was previously offered 
at the rate of $2.25 per month with a mes- 
sage allowance of 30 units. This rate was 
the same, irrespective of whether one or 
two-party service was used. The service is 
offered in those areas where residential 
message rate service is available, with the 
only  restriction l>eing that no more than 

pnrtirular level of ralev wiciit not lit 
rcimoiiabli*. Kor exiuii|ilc, a lo |»rr<Tal 
iiirrenHn in l*a(-ifi<-*M ratai woulil rvMull 
ill a 10 |>erce»t lucreaM In itoymenlN lo 
American for eaactly tha aaina aervti-ni. 
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one such xrvice ii allowaUe per dwcllinK 
unit. 

[18] Pacific requutcd that the tuific 
charge for this service be increased to $2.- 
95 and that the JO-mcssage units allowance 
be reduced to zero. The commission au- 
Ihoriied the increase in basic charge to 
$2.95, but only allowed the message unit al- 
lowance to be reduced to 20. This is said 
to amount to a 52 percent increase in cost 
to "lifeline" subscribers.•• 

Neither Pacific nor the commission have 
cited us to any evidence in the record to 
support this extraordinary increase in cost 
of the lifeline service," and our review of 
the record has failed to disclose any such 
evidence. The extraordinary increase in 
cost of the lifeline service cannot be sus- 
tained on the record before us. 

JH JLONG TERM CONSTRUCTION 
PLANS 

The commission ordered Pacific to in- 
stall $750 million of plant additions for 
each of the years 1971, 1972, and 1973. 
The finding supporting this order stated 
that plant additions of at least $750 million 
per year by Pacific for the next three 
years would decrease the likelihood of 
service problems. This finding was based 
on evidence in the record which included 
an analysis of Pacific's 1970 construction 
expenditures and estimates, as to both site 
and necessity, and of the construction 
expenditures anticipated for the next few 
years. One of the exhibits described in de- 
tail the manner in which Pacific arrived at 
its estimates of future constrtKtion expend- 

10. Althousli llie iDcrenaa frtMU 12.29 to 
12.05 ia 31.1 iMfrcviit. tiM aetmal coti 
«tiuul<l be (-ak-ulalnl bj not only flgurlnf 
Die imrraiie In tlie basic rale, but nt«o 
i-nl4-ulBtinit the toat in rmlitr o/ llw 
•ervli-c. nami'ly Ilie luu* of 10 units of tbo 
nieMHSv nllownnce, or onc-tliinl of llie 
lifeline vntue. On fhii boiiU, the ncluni 
ivrueotaae tiu-rease for lifeline u«en la 
dalmvl to he S2 |ien-ent. 

11. I'Mifh; ciletl laajcee 557A-5377 of Ihc 
tran«rrt|il an evlilent-e that the lifelina 
service reijuirce an initial csjiltal inveot* 
Kent of between |2S to |A0 licr euatomaf. 

itures. The commission ^taff also made 
their own estimates which closely matched 
those of Pacific. 

Under lection 761 of the Public Utilities 
Code, the commission is authorized after a 
hearing and a finding that the "... 
practices, equipment, appliances, facilities, 
or service of any public utility . .   are 
unjust, unreasonable, unsafe, improper, in- 
adequate, or insufficient, . . " to or- 
der "... practices, equipment, appli- 
ances, facilities, [or] service, . . . " to 
be used by the regulated utility. Section 
762 of the Public Utilities Code authorizes 
the commission to order changes after a 
hearing and finding that "... addi- 
tions, extensions, repairs, or improvemenU 
to, or changes in, the existing plant . 
or other physical properly of any public 
utility . . ought reasonably to be 
made, or that new structures should be 
erected, to promote the security or conven- 
ience of , . . the public, or in any oth- 
er way to mure adequali itrvict or fatiU- 
lies,   ..."   (Italics added.) 

[19,20] It is contended that the insum 
order was outside the authority of either 
section 761 or 762 because the sections do 
not specifically authorize the commission 
to make a general order to expend a grou 
dollar amount, rather than ordering con- 
struction of a particular facility. The in- 
tent of these sections is to allow the com- 
mission to insure that the utility can and 
will provide adequate service. Such a 
broad intent can support a general order as 
was issued in the instant case. 

Tkia tcatliooBy woa In rcoiwnae to tka 
queetloo whether n lifeline ejretem coutil 
be eelabllahe*! in Sacrnnienlo. in Htlea 
where socli eervlce ha« Already been la- 
•tltuteil, the cujiltal Invcelnienta hav« al- 
ready been made aitil cannot be the baeie 
for rc^ulrlug an Inrreaecil rate. No coot 
•tallatic* were offered hy which the ram. 
Mlealon couhl determloo tlie rcneooabl*. 
neea of the |>ro|NMcd rale Increase. ID Its 
anewer, Pociflc anaerte that the t-out of 
lirovidinf lifeline eervlce Krcntly eiceeda 
like revenue pn>du<'«l llierebjr but falla 
to point to any evidence In the record 
to nuetain this aaaerllon. 
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Moreover, Pacific concedes that the 
commission has the power to review the 
specific expenditures made from this f^ross 
amount and to disallow as an expense any 
which it considered unjustified or wasteful. 
Such review alone satisfies petitioners' 
objection to the order. 

[21] It is also contended that the order 
is based on an insufficient finding. The 
commission's finding that the addition of 
$750 million per year would decrease the 
likelihood of service problems is sufficient- 
ly specific to satisfy the requirements of 
section  1705 of the Public Utilities Code. 

|f22) In addition it is urged that the 
commission ignored important opposition 
testimony by a certain witness. The com- 
mission did not ignore this testimony. On 
the contrary, the opinion explained in de- 
tail the commission's reasons for rejecting 
the testimony. When conflicting evidence 
is presented from which conflicting infer- 
ences can t>c drawn, the commission's find- 
ings are final. (Southern Pac, Co. v. Pub- 
lic Utilities Com., 41 Cal^d 354. 362. 260 
P.2d 70.) 

ADVERTISING EXPENSES 

The commission allowed Pacific to in- 
clude $11.5 million spent on advertising as 
an oi>erating expense. The actual advertis- 
ing expenditures attributable to California 
were approximately $12.9 million. The 
commission disallowed $1.4 million on the 
recommendutioii of its klaff on the ground 
that there was serious doubt as to whether 
all the actual advertising expense related 
to "informative" as opposed to "institution- 
al" advertising. 

[23] It is contended that since Pacific 
is a monopoly with captive consumers, any 
advertising except that of informing the 
public of emergency services is calculated 
to and docs no more than create a good 
public image, and as such is institutional 
advertising which  is not allowable as an 

operating expense. . Advertising which is 
properly classified as informative results in 
more than a mere fostering of goodwill. 
It should result in reductions in operating 
costs and more efficient service to the rate- 
payer. The commission could properly 
conclude that expenditures for such pur- 
poses are reasonable operating expenses, 
and in the absence of a showing that the 
amount allowed for informative advertis- 
ing was primarily directed for other pur- 
poses, the allowance of the commission 
must be upheld. 

MISCELLANEOUS CHARGES 

After individual consideration of the ma- 
jority of items affecting the rate proposal, 
the commission dealt with those which re- 
mained under the heading of "Other Mis- 
cellaneous Charges." Most of the items in 
this category involved rate and installation 
charges for numerous equipment and serv- 
ice functions. All of the items are identi- 
fied in exhibit II, section 3, which explain* 
that each such charge is supported by re- 
cent cost studies. These cost studies were 
provided to the commission staff for re- 
view and one such study was introduced as 
evidence. 

Tlie commission determined that the rate 
changes requested merely recognized the 
"... rising costs of the offerings, 

. " and that since most of the pro- 
posed rales involved less than a 25 percent 
increase, theyishould be approved.'* In its Jyi 
findings and conclusions, the commission 
stated, "[b]ascd upon the record herein, 
the increases in rates and charges autho- 
rized herein are justified; the rates and 
charges authorized herein are reasonable; 
and the present rates and charges, insofar 
as they differ from those prescribed here- 
in, are for the future unjust and unreason- 
able." 

[24] It is contended that the commis- 
sion's finding that these increases were 
justified   and    reasonable   is   inadequate. 

13. Of IIM ratCM iDclwled In tite wlw.'el- 
InDHHw tint, 72 |icrc«!nt Involvvil Increaiicii 
of   23   iwrreDi   or   lewi.     The   other   28 

ItenTDt   (four  itenu>   involv«il   iocreasca 
rADffinf fmtn 200 (wrrent to 000 iierc«iit. 
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The finding on which these increases were 
based not only enumerated the commis- 
sion's reasons for allowing the increase, 
but was supported by substantial evidence 
which was before the commission. The 
contention is therefore without merit. 

MOTION TO QUASH SERVICE 

On March 2, 1971, petitioner Bennett 
was issued three subpoenas to compel the 
attendance of Pacific's president and two 
other corporate officers at public hearings 
involving telephone rate increases. The 
return date on the subpoenas was March 
17, 1971, at 9:30 a. m. The subpoenas 
were left with an employee of Pacific, who 
was designated to accept service of process 
on the corporation, on March 16, 1971. 

The commission held that the subpoenas 
had not been properly served and ordered 
them quashed, thus denying petitioners an 
opportunity to examine the corporate offi- 
cials. Petitioner Bennett argues that such 
a holding constitutes a denial of due proc- 
ess of law. 

[2S] Section 1987 of the Code of Civil 
Procedure provides that except in the case 
of a peace officer: "(a) . . . the serv- 
ice of a subpoena is made by delivering a 
copy ... to the witness perionally 
• • • [or] [J] (b) In the case . . . 
of a party   . .   or of anyone who is an 
officer, director, or managing agent of any 
such party    . the service of a sub- 
poena upon any such witness is not re- 
quired if written notice requesting such 
witness to attend before a court, or at a 
trial of an issue therein, with the time and 
place thereof, is served upon the attorney 
of such party or person. Such notice sliall 
be served at least JO days before the lime 
required for attendance unless the court 
prescribes a shorter time." (Italics add- 
•A) 

Petitioner Bennett delayed tcrving the 
subpoenas for 14 days until the eve of the 
return date, and the commission did not 
abuse its discretion in quashing the snbpoc- 

102 C«l Rpl/.—>tVk 

nas on the grounds that they had not been 
properly served. 

JPROPRIETY OK COMMISSION       J|a 
MEETING 

[26] Following the issuance by the 
Public Utilities Commission of the instant 
decision on June 22, 1971, petitioner Ben- 
nett requested a rehearing. This initial pe- 
tition for rehearing was denied on June 29, 
1971, and an amended petition for rehear- 
ing was filed on July 2, 1971. The amend- 
ed petition, under provisions of the law, 
stayed the effective date of the rate in- 
crease. On Sunday, July 4, 1971, three of 
the commissioners came together at an air- 
port near Concord, California, and denied 
the amended petition. Petitioner Bennett 
contends that such a meeting was in excess 
of the commission's jurisdiction. 

Section 306 of the Public Utilities Code 
directs the commission to " . . meet 
at such . . . times and in such . . . 
places as may be expedient and necessary 
for the proper performance of its duties, 
. . . " Petitioner has not asserted that 
Concord, California, was not an expedient 
meeting place, nor that July 4, 1971, was 
not a necessary time. Petitioner's innuen- 
dos of misconduct, absent specific allega- 
tions, arc an insufficient basis for review 
of the meeting's propriety. 

ANNULMENT OF THE COMMIS- 
SION'S ORDER 

(27,28} As we have seen, the portion* 
of the commission's decision dealing with 
the federal and state tax expense, the 
Western Electric adjustment, and the new 
"nonrevenue producing" capital expendi- 
tures cannot be sustained on the record be- 
fore us. Although the exact amount of 
money involved in these portions of the de- 
cision is not clear from the record, it is 
clear from the record that the amount ii 
substantial in relation to the |143 million 
annual rate increase, and it is possible that 
the amount involved in the enumerated 
items is equal to or exceeds the amooni of 
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the increase.'* No basis appears to sever 
these matters from the increase of rates 

l|H ordered I by the commission, and it is not 
claimed that* severance is possible. Pacific 
urges that the increased rates should be 
continued in effect until the commission 
establishes a new rate, but there is no ba&is 
to continue a rate once it is determined 

. that the rate is invalid.   We conclude that 
the commission's order increasing rates 
must be annulled in its entirety. This 
would ordinarily mean that the prior law- 
fully adopted rate would then go into ef- 
fect. 

On April 4, 1972, the commission by De- 
cision No. 79873 authorized new telephone 
rates which provided for an increase in 
rates totalling approximately $70 million 
annually. This increase includes in it the 
$143 million increase before us. The April 
4 increase was not based on a full scale 
rate proceeding; rather the commission 
used the figures and results used in the 
proceeding before us, using the same test 
year, and merely adjusted to offset higher 
operating expenses due to changes in the 
wages paid, tax law changes, and changes 
in some other items. On the basis of these 
changes the commission granted the in- 
crease in rates so that the anticipated reve- 
nues would produce the rate of return 
found reasonable in the instant proceeding. 

The decision of April 4 is not before us, 
and although the rates fixed in that pro- 
ceeding arc obviously based in part upon 

the erroneous dcterrainations in the pro- 
cceding before us, wc cannot annul in this 
proceeding the April 4 decision. 

Nevertheless, we must recogniae that the 
April 4 rates will supersede the rates in 
the decision,.^forc us, that the errors in 
the instant proceedings would require an- 
nulment of the April 4 decision should it 
come before us on review unless appropri- 
ate action is taken, and that unless this 
court acts to effectuate our decision the er. 
rors we have found will merely be carried 
forward into future rate increases. 

Wc conclude that to avoid this result 
this court should order the commission to 
reinstate the rates of its last lawful order 
preceding the instant rate proceeding, pro- 
vided, however, that it may grant interim 
rate increases upon appropriate findings 
(see Saunby v. Railroad Commission, 191 
Cal. 226, 2.10 et seq., 215 P. 904; Decision 
No. 42530, 48 Cal.P.U.C. 487, 488; cf. 
Dyke Water Co. v. Public Utilities Com., 
56 Cal.2d 105, 110, 14 Cal.Rptr. 310, 363 
P.2d 326), while it considers the propriety 
of the application for rate increase before 
us. Such a provision will permit the com- 
mission to grant immediate relief to Pacif- 
ic if appropriate and should prevent the in- 
valid determinations of the commission in 
the instant proceedings from continuing to 
affect  future rates. 

JREIOINDS Jg$ 

At the request of petitioners and with 
the consent of Pacific, we have previously 

13. With rmittott lu tli« fL-drml Rnil atiit« 
lAicw. the Weatorn t^eitrfc Biliuatmcnt, 
•Oil llw •O-I-AIIWI nunrevenue caititat ci* 
iM-nJUureii, t)iu reiuvant fl|uri'» in tli« 
inHUiit crtat! relatlnc (u tlip ettwt of 
tlie Jer*artura from nc<-i>untliiK |>riiHl|>lM 
uMil to tlia 1D08 rate |irocv«'<linc ar« 
unckiir mid In mumt rviiiecta toitflirtiuK. 
N«vortltrU*iM. HOIIIO of tliune flgurcN wlik'li 
twvin rehiitilo tiii)i«-iitii that more tlian 
half of tli« $143 iiilllion lDcreA»e la tli« 
rcvcour re(|uireinei)t In attributable to 
th« uit-ounllnic i-lianicii wlik-li i-nnnot be 
auMtaiitr^l ou the rn'onl before u«. There 
!• nlito a aironic liiilicotion that nioro than 
$143 inllllon la acrouDted for when ilia 
amount  of  revenue  lncrpM«  nei-caaltnietl 

by theM accuuiitini 4-hanKea ia aUiled tii 
the nniount of revenue litcrrnMC iittritKita- 
ble to the chanRe In the rate of retam. 
which In a Hcnee U alao nn •ci'oiiDting 
ailjuatment. In other wordtt, there U rcu- 
aon to iMitieve. nlthough it la not entirely 
Hear, thai there has been no Mubataotial 
chnncTN In the relatlonahl|i between rev- 
enue nnti exttenvetf vinre the llMiM nitu pro* 
eeitlinirs involvinK Pncifte. ami That none 
of the rute iDcreniie wna neiHianitntMl by 
chnngea in the actual revenue ami ex- 
l>enan of Pa.-ific. but that the entire 
iucrea«o may be ntlrtbutnble to the 
change in the accouutlnn i>rini-itilea and 
evniualiooa aitpli«>I by ttie rummlMlmi in 
determining raii>M. 
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iuucd * partial stay providing that all 
suint collected by Pacific pursuant to the 
rates authorixed by the decision under re- 
view shall be subject to refund in whole or 
in part upon order of this court should the 
decision or Decision No. 779S4 of the com- 
mission be annulled or modified. 

Petitioners claim that upon annulment of 
the decision before us the rate increase 
will be determined to be invalid, that all 
sums collected in excess of the last lawful 
rale will have been illegally collected, and 
that all such sums mutt be refunded. Pa- 
cific ur^es that this court defer determina- 
tion of refunds. Pacific's position is that 
the case should be remanded to the com- 
mission to set a new lawful rate in the 
light of our opinion, and that the refunds 
should be limited to the difference, if any, 
between the rales set in the decision before 
us and the rates set in the further proceed- 
ings. Pacific's argument was made in a 
brief filed before the April 4 decision and 
il should be pointed out that in the circum- 
stances of this case the rates contemplated 
by Pacific to be set in further proceedings 
to determine the amount of refund are ar- 
tificial rates, and will never go into effect 
except for the purpose of determining re- 
funds because new rates to be established 
by the commission for the future will no 
doubt lake into account the matters which 
led to the April 4 increase in rates. It 
would obviously be inappropriate to consid- 
er such matters in determining the amount 
of refund in the instant case. 

The statutes dealing with stay of com- 
mission rate changes pending review by 
this court do not expressly deal with the 
question of refunds where there has been a 
slay and the rate increase is subsetjuently 
annulled. The statutes authorizing stays, 
sections 1762-1764 of the Public Utilities 
Code, merely provide for the slays and the 
posting of bonds or the impounding of 
funds without dealing with the situation 
before us. In other situations, the Legisla- 
ture has more clearly spelled out Ihc rights 
of the parties. Thus, where a commission 
order reducing rates is stayed, or where a 
commission order denying a rate increase 

is stayed, and Ihc utility is permitted to 
charge the proposed higher rales pendinc 
review, the statute providei expressly for 
refunds if Ihc commission order is ulli- 
inalely affirmed. (Pub.Ulil. Code, §| 1764. 
1766: cf. Market St. Ry. Co. v. lUilroad 
Commission, 28 Cal.2d 363, 368, 171 P2d 
875.) The absence of any provision for 
refundi should a commission order be an- 
nulled for any reason apparently establish- 
es thai no refund will be permitted for an- 
nulment of a rale decrease irrespective of 
the reasons for annulment. The latter sit- 
uation, the annulment of a rate itcriatt, is 
of course the converse |of the situation be- 
fore ua, the annulment of a rale mcrt*ti, 
and this suggests that full refunds are in 
order where a rate increase is annulled. 

We are confronted with a similar ques- 
tion in Pacific Tel. k. Tel. Co. v. Public 
Util. Com., jn^a. 62 Cal.2d 634. 649-656, 
44 CaLRptr. 1. 401 P.2d 353. In that case 
the commission determined that Pacific 
should reduce its rates by more than $40 
million annually. The commission also or- 
dered that Pacific refund to its customers 
amounts collected from its customers in 
excess of the new rates during the nearly 
two years while the rate investigation had 
been pending before the commission. The 
amount of the refund ordered was approxi- 
mately $80 million. Although we affirmed 
the decision of the commission insofar as 
il reduced future rates, we annulled the 
portion of the decision which required the 
refund. We concluded after an extended 
review of the relevant statutes that the Leg- 
islature had given the commission power to 
establish rales prospeclively and has not 
given it power to order refunds of amounts 
collected by a public utility pursuant lo an 
approved order  which  has  become   final. 

(29] We pointed out that the fixing of 
a rale is prospective in its application and 
legislative in its character, that under sec- 
lion 728 of the Public Utilities Code, as 
well as other sections of the code, the com- 
mission is given power to prescribe rales 
prospectively only, and that the commission 
could not, even on grounds of unreasona- 
bleness, require refunds of charges fixed 

J|M 
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by foniial finding which had become final. 
(62 Cal2d at pp. 650-655, 44 Cal.Rplr. I. 
401 P2d 353.) We recognized thai there 
may be policy arguments for giving power 
to the commission to order refunds retro- 
actively where rates are found to be unrca- 
aonablc or to prevent unjust enrichment, 
but we concluded that such "arguments 
should be addressed to the Legislature, 
from whetKc the commission's authority 
derives, rather than to this court." (62 
CalJd at p. 6S5. 44 Cal.Rptr. at p. 14. 401 
P.2d at p. 366.) The Legislature has irat 
changed any of the relevant statutory pro- 
visions. 

We pointed out that the conclusion that 
the Legislature has not authorized retroac- 
tive rale making was supported by section 
734 of the Public Utilities Code. (62 Cal. 
2d at pp. 654-655, 44 Cal.Rptr. I, 401 PM 
353.) That section provides that when a 
rate has been formally found reasonable by 
the commission, the commission shall not 
order the payment of reparation upon the 
ground of unreasonableness. Of course, 
the rates existing prior to the present pro- 
ceeding have been found reasonable by a 
final commission decision. 

[30] When the rates set in the decision 
before ui arc annulled, the only lawful 
rates are those which were in existence 
prior to the instant decision. We are sat- 
isfied that to permit the commission to fix 
new rates for the purpose of refunds, as 
requested by Pacific, would involve retro- 

Itsf active rate makin^lin violation of the prin- 
ciples recognized in Pacific Tel. & Tel. Co. 
v. Public Util. Com., nfra. 62 Cal.2d 634, 
649-656. 44 Cal.Rptr. I. 401 P.2d 353. The 
basic conclusion that the rates existing 
prior to this proceeding are unreasonable 
as well as the conclusion that increases in 
rates are justified are both based on the 
same defective findings. To permit the 
commission to redctermine whether the 
preexisting rates were unreasonable as of 
the date of its order and to establish new 
rates for the purpose of refunds would 
mean that the commission is establishing 
rates retroactively rather than proipectivc- 

ly. As we have seen, the Legislature has 
expressly prohibited the granting of repa- 
rations on the basis of unreasonableness, 
where, as here, there is an approved rate, 
and the Legislature has authorized only 
prospective rate making. 

Although there may be substantial policy 
reasons to permit retroactive rate making, 
there are also substantial reasons to the 
contrary, and it is for the Legislature to 
determine whether California should aban- 
don its policy against retroactive rate mak- 
ing. 

The adoption of a comprehensive scheme 
of public utility rate regulation involves 
numerous considerations, and it has been 
recognized that absolute equity must some- 
times give way to the greater overall good, 
including the demands of certainty and ef- 
ficiency. (See Keco Industries v. Cincin- 
nati & Suburban Bell TeL Ca. 166 Ohio 
St. 254, 141 N.E.2d 46S. 469.) The Ohio 
Supreme Court in Keco rejected the view 
urged by Pacific that the refunds should 
be the difference between the invalid rate 
and the future rates ultimately adopted by 
the regulatory agency. It pointed out that, 
although there may not be absolute equity 
in every circumstance, the Legislature has 
attempted to keep the equities between con- 
sumer and utility in balance and that de- 
partures from the absolute equity position 
based on policy considerations could work 
in favor of either. This seems reflected 
by the recent history of the telephone rates 
in our state. In Pacific Tel. & Tel. Co. v. 
Public Util. Com., tHfra. 62 Cal.2d 634. 
649-656, 44 Cal.Rptr. I, 401 P.2d 353, we 
held that the commission, in the light of 
the rule against retroactive rate making, 
could not compel Pacific to refund $80 mil- 
lion although we did not dispute the com- 
mission's findings that a sum of that mag- 
nitude was collected in excess of what 
would have been a reasonable rate. To- 
day, in furtherance of the same rule, we 
must compel Pacific to refund a similar or 
perhaps larger amount. 

In the light of the rule against retroac- 
tive rate making, it cannot be said on the 
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record before us that inequity will result 
from a refund of the entire increase of 
rates collected pursuant to the invalid or- 
der. The record doe^ not demonstrate that 
the increased rates are necessitated by 
changes since the 1968 rate proceeding tn 

Im the relationship of revenue and expcnseiof 
the utility. To the contrary, there is a 
strong indication that the entire rate in- 
crease is due to changes in accounting 
principles and accounting evaluations made 
by the commission. (See fn. 13.) Under 
the rule against retroactive rate making 
changes in the rates due to changes in ac- 
counting practices and accounting evalua- 
tions should only be given effect prospcc- 
tively after such changes are made on a 
proper record. As pointed out in Pacific 
Tel. & Tel. Co. v. Public Util. Com., sufra, 
62 Cal^ 634. 656, 44 Cal.Rptr. 1, 14. 401 
P.2d 353, 366, it "is the 'just, reasonable, 
or sufficient rate^ (italics added) which 
section 728 directs the commission to fix 
after it first finds that 'the rates . . . 
charged, or collected .    .    are unrea- 
sonable.' " The accounting changes in the 
instant case arc essential to the finding of 
unreasonableness. 

The cases of United States v. Morgan, 
307 U.S. 183. 59 S.Ct. 795, 83 L.Ed. 1211, 
and Atlantic Coast Line v. Florida, 295 U. 
S. 301, 55 S.Ct. 713. 79 UEd. 1451, relied 
upon by Pacific, are distinguishable. In 
those cases, the earlier rate which was to 
be superseded by the administrative agen- 
cy's invalid rate change was not fixed by 
the agency and found to be reasonable aft- 
er hearings as was done in the case before 
us. We recognized that prior approval of 
the administrative agency might be a deci- 
sive consideration in  Pacific Tel. & Tel 

Co. V. Public Util. Com., supra. 62 Cal.2d 
634, 653, 44 Cal.Rptr. I. 401 P2d 353. 
where we distinguished a case on this ba- 
sis. Moreover. Morgan and AUantU Coast 
Line are of doubtful validity in the light of 
the later decision in Chicago, M., St. P. & 
P. R. Co. v. Illinois, 355 U.S. 300, 302, fn. 
2. 78 S.Ct. 304, 2 L.Ed.2d 292. wherein the 
district court had required that funds due 
to the rate increase be impounded and paid 
to the ratepayers in the event the adminis- 
trative order was annulled. Although the 
United States Supreme Court merely noted 
and did not discuss the validity of the re- 
fund order in its opinion upholding the an- 
nulment of the rate increase, the question 
seems to have been squarely presented on a 
subsequent application for supersedeas. 
The court then denied the application with- 
out opinion, but a five-page dissenting opin- 
ion was filed urging the court to follow 
Morgan and Atlantic Coast Lint. (356 
U.S. at pp. 906-910. 78 S.Ct. 665. 2 L.Ed.2d 
573.)«« 

I We conclude that the entire increase of htf 
rates collected pursuant to the invalid or- 
der must be refunded. We are informed 
that the rates approved in the April 4 deci- 
sion, as amended, went into effect on May 
27, 1972. As we have seen, the April 4 in- 
crease of rates includes the invalid in- 
crease before us. and the latest increase 
was not based on a full scale rate proceed- 
ing but rather merely adjusted the rates 
before us to offset certain changes in oper- 
ating expenses. Insofar as the rates which 
went into effect on May 27 reflect increas- 
es based on the invalid order before us, re- 
funds are necessary. However, insofar as 
the May 27 rates are attributable to the 
approximately $70 million increase author- 

14. In in>«riiio)(i WMtcm Co. v. Unloa Pn- 
i-ific Itailroad Co.. 12 Utah 2d 250. 3t» 
P.2il U5, like the Uorgan. Atlantio CifWl 
lAHt, MDd Chicago CUHIMI. the earlier rate 
wklcli waa to be auiterveded by the io- 
valld rate cbunice wai not fixed by the 
•scu<'y after htarlngH, nnil Ihua the eaae 
ia clfatiBcuiahable. ftlureover, the major- 
ity io followliiK Morgan untl Allanlic 
CooMt Line stutetl that, hud th« fuitda 
from  the  invalid  rate incToaae been ini- 

pouuded, a different reatiU tnUht have 
bc«n rvneiied. (305 p.2d at p. 70.) Of 
counw, tn tha toNtaoC raao our |i«rtlal 
atay wiu, in effect, an onler requirlnr the 
inercsaa  in  ratea  to be  inii»ounded. 

The other three atate cuaea cited by 
Padfic dtial with tli« (iroblcm of refuuda 
witliout any aubatanltal diHcuaatou of th« 
Itrobleni, and none of tite caa«a cited by 
Pacific conalder in thia coDnactian Ilia 
policy asainat retroactive rote maklns. 
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ixed on April 4, they arc not subject to re- 
fund at thii lime. 

The decision is annulled. The commis- 
sion is directed to reinstate the rates of its 
last lawful order preceding the instant rate 
proceeding provided, however, that it may 
grant interim rale increases should it find 
them appropriate while it reconsiders Pa- 
cific's application for rale increases. Tlie 
commission is further directed to order Pa- 
cific to make refunds in accordance with 
the views expressed herein. 

i 
WRIGHT,  C. }., and  McCOMB, TO- 

BRINER, BURKE, and SCHAUER,' JJ., 
concur. 

CONCURRING     AND     DISSENTING 
OPINION BY MOSK,J. 

MOSK, Justice (concurring and dissent- 

ing)- 

I concur with the majority opinion ex- 
cept for its approval of the commission's 
authoriiatiun for Pacific to iiKlude $II.S 
million spent on advertising as an operat- 
ing expense. 

By way of introduction I point out that 
several years ago Pacific attempted to in- 
clude in operating expenses all the dues it 
paid to chambers of commerce and the 
contributions it made tu charities. In deci- 
sion No. 67369 the commission disallowed 
over half of that amount, observing that 
"Dues, donations and contributions, if in- 
cluded as an expense for rate-making pur- 
poses, become an involuntary levy on rate- 
payers, who, because of the monopolistic 
nature of utility service, are unable to ob- 
tain service from another source and 
thereby avoid such a levy." The commis- 
sion then ruled that all such expenses 
would be disallowed iu the future, and we 
held this to be "the correct rule." (Pacific 
Tel. & Tel. Co. v. Public Util. Com. (I%5) 
62 Cal.2d 634, 668-669, +4 Cal.Rplr. 1, 22, 
401 P.2d 353, 374;   see also id. at pp. 676- 

677, 44 CalRptr. at p. 22, 401  P.2d at p. 
374 (concurring opn. of Mosk, J.).) 

By the same token I believe that in the 
present proceeding the commission should ina 
have eliminated all of Pacific's claimed ad- 
vertising costs in its calculation of operat- 
ing expenses for rate-making purposes. 
Advertising is generally designed to create 
goodwill. I submit that the cost of pro- 
moting company goodwill should come out 
of the pockets of stockholders rather than 
ratepayers. My conclusion in I96S regard- 
ing voluntary contributions applies equally 
well here: "A dissatisfied stockholder may 
seek to change the policies of a corpora- 
tion, defeat the directors, or sell his stock 
investment. No comparable alternatives 
are available to a monopoly ratepayer, 
whose only choice is to pay the full bill 
sent to him—for services rendered and 
gifts made in the name of the company— 
or abandon the use of his telephone." 
(Pacific Tel. & Tel. Co. v. Public Util. 
Com., supra, at p. 677, 44 Cal.Rptr. at p. 
27, 401 P.2d at p. 379 (concurring opn.).) 

The advertising of the utility falls into 
two categories. The first, service informa- 
tive advertising, according to testimony be- 
fore the commission, is designed "to in- 
form, advise, instruct and solicit the coop- 
eration of telephone users in making the 
most efficient use of the telephone. Sub- 
jects covered include: direct distance dial- 
ing and area codes; directory assistance 
calls; use and posting of emergency num- 
bers; correction of billing; promotion of 
goodwill through 'we're here to help' cam- 
paign; advice on how to handle malicious, 
obscene or harassing calls; repair service; 
buried cable; open house, and public serv- 
ice." 

Public instruction which is deemed nec- 
essary to proper use of telephone facilities 
can adetjuately be provided in the informa- 
tional pages of the annual telephone direc- 
tory. By definition, the item for "promo- 
tion of goodwill through 'we're here to 
help'   campaign"   is   calculated   merely   to 

* Rttlretl AuMciat* Jualle* of ibt Suitrema Court •Utlnf unJor oMljenmMit by tbe diairoaa of 
lh« JiuUL-ial Oouaeil. 
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foster goodwill.    And  advice on  how  to     stir   up 
handle obscene telephone calls is properly a 
(unction   of    law   enforccmenl   agencies. 
Thus I would eliminate all the costs attrib- 
utable to the first category. 

The second category, service promotional 
advertising, according to testimony before 
the commission, is designed "to stimulate 
the use of revenue-producing attachments, 
extensions, etc., or to stimulate long dis- 
tance calling." This type of advertising is 
also suspect. 

I find it incongruous that the utility 
should be encouraged to expend sums fur 
advertising to stimulate the public to make 
telephone calls at the very lime it is seek- 
ing substantial funds for new equipment 
because of the overtaxing of present facili- 
ties. Nor can 1 justify promotion of sales 
of attachments, extensions and similar de- 
vices, many of which arc more decorative 
than functional, as an essential item of op- 
erating expense chargeable to ratepayers. 
Such cost should be added to the charge 
for the device itself, but not constitute a 
levy upon ratepayers generally. 

Jjfl IIn the abstract sense, of course, the judi- 
ciary is not well placed to reexamine each 
and every item of accounting that has 
heretofore been considered by the staff 
and members of the regulatory commission. 
On the other hand, the staff member who 
testified on the subject of advertising at 
the commission hearing conceded that "A 
review was made of the types of advertis- 
ing used but NO in-dcplh study was made 
as to the cost vs, benefits of sv€h advertis- 
i»g." (Italics added.) I would refuse 
consideration of all advertising expenses 
for rate-making purposes, at least until 
such time as an appropriate in-depth analy- 
sis has been made. 

While $11.5 million may not be a sub- 
stantial percentage of the total operating 
expenses of this vast public utility, never- 
theless it is not a trivial sum when expend- 
ed by a corporation which operates as a 
inono(ioly bearing the imprimatur of the 
state. It is obviously a highly visible use 
of the ratepayers' money, and appears to 

coiuiderable public resentment. 
1'he commission's decision itself rccogniies 
that "The item of Pacific's expenses which 
was subject to the most criticism of public 
witnesses is advertising." I can only con- 
clude that the commission should have paid 
greater heed to the sensitivity of the public 
it is created to serve. 

^ 

7 Cal.Sd 302 
JU r* Cka< Mirrlll SMITH 

•a Habeas Carpas. 
Cr. ISMS. 

Mupreme Court at CnlKornla, 
ID Bank. 

jiuw IS, lan. 

JIM 

Habeas corpus proceeding by petition- 
er who was under constructive restraint of 
probation following conviction of indecent 
exposure. The Supreme Court, Mosk, J., 
held that in absence of additional conduct 
intentionally directing attention to his geni- 
tals for sexual purposes, petitioner who 
simply sunbathed in the nude on isolated 
beach did not "lewdly" expose his private 
parts, within meaning of statute proscrib- 
ing indecent exposure, and was thus enti- 
tled to habeas corpus relief. 

Writ granted. 

1. Obacaally «>$ 
Separate requirement, in statute pro- 

scribing indecent exposure, that intent of 
actor be "lewd" is an essential element of 
the offense. West's Ann.Pen.Code. { 314. 
subd. I. 

See pubHcatioD Words aod Pkra««a 
for   other   judicial   cooatructioiM   aod 
defioltlOD*. 

2. Obuaally «=3 
Conviction of indecent exposure re- 

quires proof beyond a reasonable doubt 
that actor not only meant to expose him- 
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1009; see reopU v. Hood (\969) I Cal.3d 
444, 458, 82 Cal.Rplr. 618. 462 P.2d 370.) 
Counsel's alleged failure to assert the de- 
fense thus was not error. 

[4] Finally,'defendant argues the sen- 
tence for assault with a deadly weapon 
constitutes cruel or unusual punishment. 
We recently answered a similar contention 
in Pcof^le V. Wingo (1975) 14 Cal.3d 169, 
121 Cal-Rptr. 97. 534 P.2d U)0|, 

The jmlguicnt is reversed on count I 
(burglary) and affirmed on count II (as- 
sault with a deadly weapon). 

WRIGHT, C J., and McCOMB, TO- 
BRINER. SULLIVAN, CLARK and 
RICHARDSON, JJ.. concur. 

M2 I*.2d 1371 

IS Cul-M tt8(» 

JIMJ_CITY OF LOS ANGELES •« al.. Patltlontrt. 
V. 

PUBLIC UTILITIES COMMISSION tl al.. 
Ratpondants; 

PACIFIC TELEPHONE AND TELEGRAPH 
COMPANY, Raat Party la InUrast. 

CITY OF LOS ANGELES at al^ Pamita«ra, 

PUBLIC UTILITIES COMMISSION at al^ 
Raipondanti: 

GENERAL TELEPHONE COMPANY OF 
CALIFORNIA, Rtal Party In lnl«r«sl. 
5. F. 23315, S. F. 23337 and S. F. 23257. 

Hiifuvnc CAurt of ollfornla. 
ID Hank. 

iHT. vz, lori. 

Appeals were taken from decisions of 
the Public Utility Commis.niciti approving 
telephone tariffs. The Supreme Court, 
Tobriner, ]., held, inter alia, that the public 
Utilities commission had t>olh statutory and 
constitutional authority to appruvc tariffs 
which    would    annually   adjust    telephone 

rates to take account of changing federal 
tax expenses of telephone companies tak- 
ing advantage of accelerated depreciation 
under the Internal Revenue Code. 

Affirmed   in   part   and   remanded  in 
part. 

I. Pafclle Sarvloa Cffmmlulaas ^=>l I 
Public Utilities Commission may and 

should consider sua sponte every element 
of public interest affected by utility pro- 
posals which it is called upon to approve, 
and it should not be necessary for any pri- 
vate party to rouse Commission to pcrfonn 
its duty. West's Ann.Public Util.Codc, %\ 
451, 454. 

3. SlatHtM «=>3I»(I) 
Consistent administrative construction 

of statute over many years, particularly 
when it originated with those charged with 
ptitting the machinery into effect, is enti- 
tled to great wei|i;ht and will not be over- 
turned unless clearly erroneous. 

3. Public Sarvica Cammlstlont <3=>7J 
Under Public Utilities Code section 

providing that the commission after hear- 
ing may adjust improper rates, classifica- 
tions, rules, etc., commission is empowered 
to use annual adjustment clauses in deter- 
mining rates. West's Ann.Public Util. 
Code, § 728. 

4. Constitutional Law $=>296(l> 
Within the regulatory context, due 

process is a flexible concept permitting ex- 
pert administrative agencies broad latitude 
in adapting the specific regulatory needs of 
their jurisdictions. 

5. Constitutional Law «a398(|) 
Agencies to which rate-making power 

has been delegated are free, within ambit 
of their statutory authority, to make prag- 
matic adjustments which may be called for 
by particular circumstances, and once a 
fair hearing has been held. pro[>er findings 
made and other statutory requirements are 
satisfied, courts caimot intervene in ab- 
sence of clear showing that limits of due 
process have been overstepped; if agcnc/'s 
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order, as applied to facts before tt and 
viewed in its entirety, produces no arbi- 
trary result court** inquiry is at an end. 

6. PHMIC ScrviM Caimnltslant ^=>I7 
Public Utilities Comnu^sion must hold 

a full hcarini; before promulgation of a 
general rate tariff. West's Ann.Public 
UtilXodc. § 728. 

7. C«iiMllullaMal Law ^3298(1) 
Promulgation of an annual adjustment 

formula as part of a general utility tariff 
following a full hearing by Public Utility 
Commission comports with due process and 
the periodic application of the formula to 
the figures in the utility's books docs nut 
entail any denial of due process. West's 
Ann.Public Util.Code, j 728. 

B. Public ScrviM CommUilons ®^.9, 17. 26 
Public Utility Commission having es- 

tablished uniform accounting system may 
prescribe manner in which regulated 
utilities employ them after granting utili* 
tics an opportunity to be heard on the 
question, and the CommitiSion's decision 
after such hearing is subject to both re- 
hearing and to judicial review. West's 
Ann.Public Ulil.Code, §§ 791-794. 1731. 
1756. 

ft. CaastllulUnal Law «929a(l) 
Insertion of numbers derived from ac- 

counting system adopted at one hearing by 
Public Utilities Commission into a formula 
approved at another hearing docs not deny 
due process. West's Ann.Public Util.Code, 
§ 728;   U.S.C.A.Const. Amend.   14. 

10. TtlMommuPlcatlONt <=>333 
Public Utilities Commission after set- 

ting telephone company rates with provi- 
sion for annual adjustment of rates to take 
amount of changing federal tax expense 
because of the accelerated depreciation un- 
der the Internal Revenue Code could per- 
mit utility to submit written briefs at the 
time of annual adjustment if it thought the 
procedure was useful, but the practice was 
not constitutionally mandated. West's 
Ann.Public Util.Code. $ 1757; 26 U.S.C.A. 
(I.R.C19S4) ||46ct*«i., 167. 

11. T*l«coinmMiileatloiit C=»3l3 
Public Utility Commission in consider- 

ing telephone rates had both constitutional 
and statutory authority to approve tariffs 
which woulij,. annually adjust telephone 
rates to take account of changing federal 
tax expenses because of the utilities' use of 
accelerated depreciation under the fntcrnal 
Revenue Code, and the failure to consider 
such an approach was a failure by Com- 
mission regularly to pursue its authority. 
West's Ann.Public Util.Code, S 157; 26 U. 
S.CA.  (I.R.C.I954)  §§ 46 el scq.,  167. 

12. Public Service Commlstloni $3|7 
A rehearing, unlike a reopening of 

rate proceeding after decision has become 
final prevents an order previously made 
from beconnng final. West's Ann.Public 
UtiLCode. §§ 171)8.1736. 

13. Talecommunlcatloiis ^^344 
Where Public Utilities Commission re- 

heard case of telephone company its order 
did not become final and it could promul- 
gate an interim rate subject to refund. 
West's Aim.Publ!C Util.Code. S§ 1708. 1736. 

Burt Pines. City Atty.. Los Angeles, 
Leonard L. Snaider,' Deputy City Atty., 
Leonard Putnam. City Atty., Long Beach. 
Robert E. Shannon,; Deputy City Atty., 
John Witt. City Atty'.. San Diego. Robert 
J. Logan and Willian^ S. Shaffran, Deputy 
City Attys., Thomas p'Connor, City Atty., 
City and County of' San Francisco, and 
Milton H. Marcs, Deputy City Atty., for 
petitioners. 

Richard D. Gravelle, J. Calvin Simpson 
and Andrew J. Skaff, San Francisco, for 
respondents. 

Albert M. Hart. IL Ralph Snyder. Jr., 
Santa Monica, O'Melveny 8t Myers, Allyn 
O. Krcps, Edward D. Uurmeister, Jr., Ste- 
ven C. Babb, Los Angeles, James A. Dc- 
Bois, William R. Roche, Pillsbury, Madison 
& Sutro, Noble K. Gregory, Richard W. 
Odgers, James B. Voung and Francis 
Kirkham. San Francisco, for real parties 
in interest. 
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Ji» jjrOBRINER, Justice. 
In thew three telephone rate caies the 

Public Utilities Commission determined, in- 
Ur alia, that it lacked legal authority to 
approve tariffs which would annually ad- 
just telephone rates to lake account of 
changing federal tax expenses. As a con- 
sequence, the commission found itself com- 
pelled to set a rate which, in its own 
words, would "create a windfall for [the 
telephone companies] to the detriment of 
the ratepayers." (Re Pacific Telephone & 
Telegraph Co. (1974) Cal.P.U.C. (Decision 
No. 8J162; slip opn., p. 63).) The com- 
mission took this action in spile of our 
having annulled its previous decisions in 
this matter "[f]or failure to consider law- 
ful alternatives in calculation of federal in- 
come tax expense." (City & County of 
San Francisco v. Public Vtililiet Commis- 
sion (1971) 6 Cal.M 119, 130, 98 Cal.Rptr. 
286. 292, 490 P.2d 798, HM.) At we ex- 
plain, we have concluded that the commis- 
sion does possess the power to implement 
an annual adjustment scheme, and wc ac- 
cordingly remand these cases in order that 
the agency may reconsider its action with 
knowledge of the full scope of its powers. 

In addition to this failure to consider 
lawful alternatives in the treatment of tax 
expenses, the petitioning cities assert as 
grounds for annulment: (I) that the com- 
mission authorized an unreasonably high 
rale of return for the two telephone com- 
panies in question; and (2) that the com- 
mission erred in promulgating an interim 
rate pending its rehearing of the General 
Telephone case.   As to Ihe first contention, 

1. AecDrdluc to one authority, aa of 1967 
Uoited State* telcitlwoo eomiuiiilctf aiieiit 23 
liereent of their total reveuue on (axea. 
(Wek'h, CUM, Telt, iwl Material oa Pub- 
lic lltilitr Refulalloii (rev. id. IBeX) p. 44ai 

2. We refer la llii« o|tlitlou to the real par- 
llaa In iiilereat ID the liiNtaot t-aoc, Oeoeral 
Takiiltone Co«)Mioy of Callforala ami Pa- 
cific Telephone and Telcaraph (VMnlMiiy, aa 
Qoiieral   Bud   PB<-ific.   reoiict-'llvuly. 

3. Til* Job Oevelo|iaient luveatuienc Crvdlt 
t83 iilai. MS. 2(1 V.».C. i M ct aeq.), a 
laa daductioa wkicli all |>artlea concede haa 

we have concluded that the commission did 
not exceed the boundaries of its discretion. 
(Pub.Ulil.Code, { 1757.) As to the second 
contention, we show below that Ihe com- 
mission regularly pursued ils authority. 

1. The bttckgrouni oj Ikr frtstnl liliga- 
lion. 

Because these cases spring from the re- 
lationshiii between federal taxing authority 
and public regulatory power, wc must re- 
view pertinent developments in these Iwo 
fields. 

I An extremely significant element of the Jaia 
operating expenses which a rate-seltinc 
agency mutt consider is that of stale and 
federal taxes; > increased lax deduction! 
decrease a utility's lax bill and with it the 
revenue it must acquire from its ratepay- 
ers. These cases turn on two such lax de- 
ductions available lo General and Pacific,* 
accelerated depreciation and the Job Devcl> 
opment Investment Credit;' both of them 
enable a public utility lo reduce its tax ex- 
penses, and the efforts of regulatory bodic* 
to pass the benefits of such reduced tax 
expenses on lo the utilities' ralepayert 
form Ihe backdrop to the instant cases.* 

Such regulatory efforts are of course 
mandatory for a stale agency charged with 
insuring that "(a]ll charges demanded or 
received by any public utility 
shall be just and reasonable" (Pub.Ulil. 
Code, ) 4S1) and that "[n]o public utility 
shall raise any rate except upon 
a showing before Ihe commission and a 
finding by the commission thai such in- 
crease u jualified" (Pub.Util.Code, | 454). 

tax and revenue effecta eubetalitiaUy aimllar 
lo aeeelcrated deproclatioo aad tberefort 
celU for tdclillcal troatncnt, will be Included 
In ell aub«et]uent rvfereucea to* ai-celeraled 
depreciation. 

4. ID Ike iiielant Peciric proceedlnt tbe «MD- 
mlaeion Indicated that for 1*74 atone "lb* 
ditfereoc* lii grano revenue r«qttirenia«la be- 
tween" a rale iweelns tax beoeflta on to 
llie consumer end one |iermlttln( the utill- 
tiee 10 retain Ibcae benefila "le approximately 
(23 million." (Ita Pacific Telel-lione * IVIe- 
irapb (larnt CaLP.U.C. (Dwlaios No. 
H3IU2. aUp opu., p. 71).) 
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Wc therefore examine the background of 
these cases to determine whether the com- 
mission has failed to consider alternative 
means of dealing^ with unnecessary tax 
payments which might be elimtnated to the 
benefit of the ratepayers. 

Since 1954, section 167 of the Internal 
Revenue Code has given business taxpay- 
ers several options in computing deprecia- 
tion deductions from their federal taxes. 
Thus the utilities in the instant case may, 
like other businesses, assume that their de- 
preciable assets wear out at an even rate 
and deduct the same amount of deprecia- 
tion for each year of useful life; such an 
auumption is known as "straight-line" de- 
preciation. Another option, first made 
available by 1954 amendments to the Inter- 
nal Revenue Code is "accelerated" de- 
preciation (Int.Rev.Code of 1954, § 167(b) 
(2)-(4)); using this method the enter- 

|tM prise takes deductions as if the i asset in 
question depreciates more rapidly in the 
earlier years of its life and more slowly 
thereafter.' A taxpaying utility using ac- 
celerated depreciation would deduct the 
aame lolal amount of depreciation over the 
useful life of the asset as a taxpayer using 
straight-line methods, but accelerated de- 
preciation permits the largest part of this 
total to be deducted in the early years of 
the asset's life. 

If one thinks of a single piece of depre- 
ciable equipment, such as a desk or type- 

S. In fact, tlie rode ami Trvtttury KesuliiUoiu 
permtt iicveral itKfereiit foriiia of acvelcraletl 
dci>reclailoD. the diffurcnren between wlilch 
ara not lieni relevant; •/< (umu of acMler- 
atcd depreL'tatloii nuiuU lu a ileiluctioii lurger 
lliaa tUat i»en»lttMl by atralslit-lina inctboda 
la IIM earllw yean of Ilia amct'a Ufa. 

f. A rrsiiecteU federal npiiellala judge liaa 
•xplaiiiet) Ibo a|*iiareti(ly paradoiical tax MV- 

ings aa folluwa; "Lifetime d«|ireciatiou on 
a aingle Item of property la of counm ilie 
aaiite whether the utility elect* MtraightliDe 
or acctleratni depreciation. I'uiler conven- 
tional accounting prtnctpleii, therefore, the 
full amount of the value of thu item leaa 
aalvage would tie a deductible ex|ieu«e. Con- 
veullunal accouiilllLg, liowever, doea not take 
Into oonaldcrailon the effect of apiilylug lit>- 
•raUsed depreciation  to a  utUlty'a total aa- 

writer, over the long run it would make no 
difference which system of depreciation 
were employed since the utility could write 
off no more than the total value of the 
asset in an'y case. That which holds true 
for a single asset, however, does not do 
so for an enterprise considered as an 
evolving whole. (Bonbright, Principles of 
Public Utility Rates (1961) pp. 218-223; 
see Alabama'Tenntssee Natural Gas Co. v. 
Federal Power Comm'n (5th Cir. 1966) 359 
h\2d J18. 328.) 

Ratemakers have discovered that if the 
total enterprise is either expanding or sta- 
ble, the use of accelerated depreciation 
does not merely defer taxes, but eliminates 
tkem entirely. (See F.P.C. v. Memphis 
Light. Gas and Water Div. (1972) 411 U. 
S. 458, 460, 93 S.D; 1723. 36 L.Ed.2d 426; 
Note. The Effect on Public-Utility Ratt 
Making of Liberalized Tax Depreciation 
under Section J67 (1956) 69 Harv.L.Rev. 
1096. 1102.) This effect occurs because in 
the later years of an asset's life (when its 
value as a depreciation deduction has been 
used up), its place is taken by a new piece 
of equipment, which reduces it as a deduc- 
tion in income tax calculation. This re- 
placement effect means that the higher de- 
preciation taken in early years does not 
have to be paid for by lower depreciation 
in later years; the tax never catches up. 
The result is a net t^x savings to any utili- 
ty using accelerated depreciation.* 

seia which are. of courve. ttubjeot to a con- 
tinuing cycle of obtfuleaceuve and renewal. 
If the tuduKiry la atable or czi>anding, ra- 
•lulritig the utlUty'a confinHed reinifttttnent 
in ;'/an( etval to or in txceiM o/ ptattt re- 
tirement, a program of liberalfud dcprecta- 
ttou produi-Ys true tax aavinga bccauae tli«r« 
(a IK> rc<lut'tion lu the tax reaerve fund 
tfu. omitted 1." {Atabama-Tenntttee A'atn- 
rml Oaa Va. v. yedertkl Power Comm'n-, m- 
pro. 358 K^l 31S, S-iH (Window, J.) ; Mn- 
pliaaia In original.) 

The United Slate* Supreme Court haa ex- 
plaiuMl that the effect deacribed by Judge 
Wiadoni vci-urv because "the depreciation nl- 
lowancea from adilitioual and replaceneoC 
ei|ui|nnent offaet the declining depredation 
•lluwanc* on exiatiog property." {Federal 
Poteer Comm'n. v. Uempki* tiglit. Out mnd 
Water  Dip.,   Mupra,   411   U.S.  488.   400,   03 
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San Francisco v. Public Utilities Comtnit- 
sioH, supra, 6 Cal.3d 119, 124. 98 Cal.Rptr. 

i«i7 I For a rate-setting agency the comprehen- 
sion of thii counter-intuitive fact has im- 
portant implications. If the Public Utili- 
ties Commission in setting rates were to 
assume that tax deductions for deprecia- 
tion under both the straight-line and accel- 
erated methods would yield the same result 
in the long run, it would, in fact, award 
the utility a rate windfall. Kor it would 
have set rates ab if the utility would incur 
tax expenses which if would never have to 
pay. 

In 1960 the California Public Utilities 
Commission after studying this problem is- 
sued a report indicating that it would pass 
on to ratepayers any savings effected by 
the adoption of accelerated depreciation 
and suggesting lliat the utilities' manage- 
ments elect this method. (Commission In- 
vestigation Regarding Rate Fixing Treat- 
ment for Accelerated Amortization and 
Depreciation for all Utilities, 57 Cal.P.U. 
C. 598.) ' 

Pursuant to this recommendation 
**[a]pparently all utilities other than Pacif- 
ic and General Telephone have used accel- 
erated depreciation."   (City and County of 

2S6, 288. 49U P.2d 798, 800; emphasis add- 
ed.)    Because "Pacific and General Tele- 
phone,    unlike    other    utilities 
refused   to   use   accelerated   depreciation 

[o]n November 6, 1968, in Deci- 
sion No. 74917 the Commission determined 
that Pacific's management was imprudent** 
in not electing the option and "concluded 
that for purposes of rate making Pacific 
would be treated as if it had obtained the 
tax saving of accelerated depreciation and 
that   the   saving   would   be   [passed   on] 

to the consumers in the form of 
lower rates. (Imputed accelerated depre- 
ciation with flow-through.)"    (/d.) * 

I In 1969. however. Congress amended the 
Internal Revenue Code.* The amendments, 
some of a highly technical nature, provided 
that utilities which had not taken accelerat- 
ed depreciation before 1969 could do so 
subsequently only if they "compute[d] 
their cost of service, which includes feder- 
al income taxes, as if they were using 
straight-line depreciation. This method, 
referred  to  as  'normalization/'*  was  de- 

S.Ot 1723, 172S, 36 L.Ed.2d 426; lee alto 
Note, The Mffeet on Public-Utilitv Hate 
iluking of Liberalisoi Tax Drpreciation un- 
der Section Jtil (IBM) 08 iUrv.URcv. 1006, 
11(12.) 

7. l-^kronomUta ncogulis tlmt aectflerated de- 
prtrciBtiou, wheD cumblaed with ftow-fhrough 
•tfouDtinK, rn(x»uriiKc« timely re|iliicemeot u( 
Deeded raplnl Mjuipmeiit (iVfllene, Chanffing 
Accuuntmg Ob/ective»—What About Utili- 
(i«7 (1072 No. 2) OO I'ub.Util.Fort. 17. 
2tX-21) lu the eitreniely capilal-iutcoiilve 
public utility Industry <Rudol|ih, Deprecia- 
lion and Changing Price Lcvelt: Speeifio 
ProbtemM of Vlititie*. ID Oepreolatton and 
TaxM (Tai lout. «dit. 10&9) pp. 80. 80-81) 
Mud {wnnita obdoleaceDi-v to be recocuised 
bvfont railiar than after the fact "no that 
cuDaumera will rea|i the t>eD«ffta of procrem 
that much sooDer." (Def lieae. tupra, at 
p. 21.) 

S. TTie coiumlaaioti'a rultDK corrfsiHtDdet) with 
the eoDcluMton readied by Swiren, Accelerated 
Deprtcialion Tax Benefiti in Vtititi/ Katv 
Making (IdOl) 28 U.Cbi.UKev. 629. 032: 
'^be public iDterest requires that ulilltieii 
maiotalD tbelr coata at tbc loweii loTtl CUD- 

aiateiit with prof>er aervice to the conaumer. 
Arcordlugly, If the flow-through theory la 
aouud and tbe reduction lu current taxes la a 
twrmanent aaviiis, utHitiet Mkould he required 
to mtilite that procedure."   (Empheaia added.) 

f. Internal Reveuue Code of lOM. aectlon 
]U7(/), aa amended l>ei-«mber 30. 1908; aee 
t'ilg and County of San Franciico v. Public 
I'lHitiee Commitnon. tupra, Q Cal.3d 118, 
126, 98 Cal.Rptr. 286.  490  P.2d  798. 

10. Internal HeveoDe <^oda of IBM, aectloD 
107(0(3X0). aa amended Deramber 80. 
1908. Aa we explained in Citg and County 
of San Franoitco v. Public Vtilitiee Com- 
mijjion. tupra. a Cal.3d 119« 12H. 98 CaL 
Rptr. 280^ 291, 490 P.2d 798. 803: "Al- 
though the iiia}ority oHt>ioo [of the com- 
mlxaloo) Ignorm thia matter, the con<>urrtog 
0|>ln{on and the two dtaHenilog opinioua [of 
the commiaaiua) rccognixe that acwlcrated 
d«itr«c)ation and DonnalUatlon will rcault in 
the ratepayeni t>onirlbut)ug capital to Pa- 
cific Aa the concurring opinion pointa out. 
thia method of aocvuuling will 'provide a 
•ource of loteratii-frM capital.' We do not 
know liow much capital will be pruvided, 
but   the   dlaaentiDg   commlaalobora   catluuita 
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sif^ncd to avoid |;tvtng the prcscnl custoin- 
trs of a utility the Itcncftti of tax deferral 
attributable to accelcriited depreciation. H 
a utility used accelerated depreciation in 
determining its actnat tax liability, the dif- 
ference between the taxes actually paid 
and the higher taxes reflected as a cost of 
service for rateinaking purposes was re- 
quired to be placed in a deferred tax re- 
serve account. See Amere Gas Utilities 
Co., 15 F.P.C. 760." U--^-C. V. Memphis 
Light, Gas & Water Div., supra, 411 U.S. 
458, 460. 93 S.Ct. 1723. 1725. 36 L.Ed.2d 
426.) After the passage of these laws Pa- 
cific and General reversed their longstand- 
ing opposition to accelerated depreciation 
and began to take the larger deductions it 
authorixed; they contended, however, that 
if the commission passed on to the ratepay- 
ers any of the savings thereby achieved, 
"degradation of service and possible finan- 
cial collapse" would result and the utilities 
would "go bankrupt."" 

In the wake of these developments a di- 
vided Public Utilities Commission decided 
that it "could not continue the existing 
method of imputing accelerated deprecia- 
tion" to the utilities (City & Couftty of 
San Francisco v. Pubtic Utilities Com., su- 
pra, 6 Cal.3d 119, 125. 98 Cal.Rptr. 286. 
289, 490 P.2d 798, 801;   emphasis added) 

and therefore that " 'it would now be futile 
to consider*" other methods bencfitting the 
ratepayer because normalization wjs the 
only available alternative, {id., at p. 126, 
98 CalRptr. 289.) We annulled. 

I In a unanimous opinion we held that the Uii 
cuinmission had not regularly pursued its 
authority in failing "to consider lawful al- 
ternatives in calculation of federal income 
tax expense." (id., at p. 130, 98 Cal.Rptr. 
292.) Specifically, we ruled that the com- 
mission should consider alternatives, which, 
while taking into account "the imprudent 
management"'* of the real party in inter- 
est, might serve as "a compromise striking 
a proper balance between the interests of 
the ratepayers and [real party in 
interest] in the light of current federal in- 
come tax statutes." (Ibid.) The instant 
case arises from the commission's action 
on remand.'* 

Following our annulment of its decisions 
in City and County of San Francisco and 
City of Los Angeles, the commission held 
new hearings. In the case of Pacific we 
had annulled a final rate.** and the com- 
mission therefore held entirely new rate- 
making proceedings, considering each as- 
pect of revenue and expenses anew. Gen- 
eral's case involved an additional factor; 
as we set forth in the margin, the commis- 

tKat lli« rmteiiayurs iu I he neit 10 yearn 
will hava to provide belwreu $7fi0.000.000 
and oii« billion itollan.** 

11. Tha coQimlaalou rajvcteil tiietie ctHitctitioua 
abaiaiuliiK from jMuialng tb« tax ticoefita of 
BOCel«rated dc|tret>iulluii on to tlie rat«|iay* 
era only liecauM of its Uoubia atwut tta 
legal power to do ito. 

12. In the case (rout which we i|uote, tlie 
phraea referred exclusively to raciffc. but. 
aa wa have eubnetiiieuily t>oi»t(^ <>"'• " 
might apply equally to General: "A|t|>ar- 
ently, all the utititiee In Caliromla except 
Pacific and Ceiieral Trleiihoin! follow ac- 
celerated    deprec-ialioo     with    Duw    through 

Pacific aitd U«uural Tcltriihoue 
bave Bpiiereutly in the puet uHcd •iraigltl 
Hoe depredalloo." (City o/ Loa Angetet 
V. fukliti t'tUHiei CoMMixiioit (lli72) 7 C'al. 
3d 331, 33H-330, fa. 2. 102 Cal.ltptr. 313, 
319,   4»7   l>.2d   780.   701:    cf.   He   Ueueral 

Tvlcplwiie   Co.   of   t:at    (1974)    C«1.P.U.C 
(l)c<biou   No.  (f377H.   pp.  l^a,  30).) 

13. llcf-auHe wu lirld that tlie commtsaloa'a 
faiiure to coiiatder lawful alteruativee in 
tax treainieiit wiu error, and bet'uuM we 
«ubHe<iui-iitly fount) that Ihia aud other er- 
rum coulii nut be Hevertrd frvm the rtriiiainder 
of tlie rute. we aiinuHvd tlie entire Pacific 
rale. (Ci/y of Loa Anoetta v. Public Utiti" 
tie* CommitMion (1U72) 7 Cal.3d 331. 1U2 
Cal.Rptr. 313. 407 P.2d 7HS.) Aa noted 
below (fo. Ift, infra) the I'ommlaiiioo, per- 
t*eiviDg (hat the Pacific and Ueoeral canes 
Involved identical legal laauea, reheard tirt 
General r&ae. Thua. atlhougU atricily 
ei»enkiug, "remaud" was Involved ouly in tho 
I'ucific cane, the cuiuiiilwiou recouaidcrvd 
buih caeeii. luid we now liave before tu ilia 
renulta uf thul  rewuHideration. 

14. See City of Lot Angeles v. Pubtte DiU- 
itie» VummiBMiitH, tupra, 7 Cal.3d 331, 354- 
3AU.  Wl Cal.Kptr. 313. 407 l*.2d 785- 
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siuii con»iOcre(J appropriate ratcinaking 
Irciitment of tax expenses for (^ncral in 
two separate proccedinj^s, once in a liintted 
rehearing of a rate case contemporaneous 
with the annulled Pacific decision,** and 

UH once in|hearings held pursuant to a new the ratemaking period than i( will be after 
rale increase request by General." Be- the effects of accelerated depreciation 
cause all three of these proceedings accumulate.'* The staff plan called for a 
reached substantially identical treatments reduction in the rate base (on which return 

of the tax expenses in question by a sub- 
stantially identical procedural route, we 
shall describe them as a single proceeding, 
noting divergences only when necessary.^^ 

The commission focused most of its at- 
tention on a staff proposal somewhat awk- 

ardly styled "pro forma normalization." 
Stated briefly, this proposal involves an ac- 
counting adjustment which takes account 
of the fact that the deferred tax reserve 
(an asset)  it much lower at the start of 

is calculated) to reflect what is, in effect, 
an additiortal source of revenue for the 
utilities.** The conunission, however, re- 
jected pro forma normalization on the 
grounds that it would violate the provi- 
sions of the Internal Revenue Code and of 
a Treasury Regulation interpreting it.** 

15. At tli« time we filed Citg Md Cmaty of 
J.oa  Angtlms  v.   Public   Utilitiet  Commhiivn, 

.jH^ra. 6 Cal.3«l 119. 08 Oal.Rptr. 288. 400 P. 
24 706, tfafl coniinlnlon tiatl juat granteJ Gen- 
•fHl • rate IncreuMr liaieU ID [wrt u|K>n th« 
•uiiie treatment of •ccvlerated dciireciBlioo 
wliU-h we foUDil unlawful In Ci'ly of LVM An- 
fpWef and ^'ify uf Son Fronchco. (Ho Gen- 
eral Telei»lione <'o. of Cal. (1071) 72 CaLP.U. 
C. GCC) Roi-QKuizlnc tti«t tlie name kfal l»- 
•IM controlled both the Pacific and Oeneral 
rataa, tlie comntiaxtoa In rvH|ionM to iietitioua 
by the Citiea of Lou Anice)«« and Louie UeaL-h 
granted reliearfiig. (fte Qencral Tcti-pkono 
Co. of Cut. (I07I) 72 Cel.P.U.C. 723; Ro 
Ocnerot Telephont Co. uf CmL flOT^) 73 
Cal.P.U.r;. Wft.i TlieM onlcni continued In 
effeet the relea iiroiuulgared l>efor« Cify of 
f.04 Angelea wen filed, but made tlictn aub- 
JM-t to njfund If ilie conmiiulon aubeequeotly 
found tlitm unjuatlficil. (We ctinalder infra 
at |.|». 7tt>-70S of 125 Ca).lt|ttr.. pp. 138*- 
131H) of S-12 IMM. tlie t'toiirtely of tlic In- 
terim ortJer and rlie ratea eetabllahed by It.) 

IC K« Ownerat TeUpkono Cemi/ong of Cat. 
(1079)   ('alP.U.C.   (Decuion   No.  83779). 

17. The coniRilaMlon'a moat elabomte and moat 
comjilcte rcapouae to tlie problem and to our 
order on annulment oi-curs in lla drclalon 
lu ilie Parffic -aae (Deciatoo No. H31tSi). 
Wliile i-oii«ldrmtde dim-UMloo la devotud to 
llttt tojilo In llie limited rehenriug of the 
Hi-nrral cam (I>«-iidon No. 8:177^). the con- 
mlwion afnff had at the time of hearing 
of thai matter not yet fully develo|i«d Ita 
•lieriiaiive proiMiaala. Tlie two (ieueral 
rsNca (DeiMioaa NUM. 8977H and K'I770) were 
filed after the pNi-iflc proc(tFdlh|[ and rely 
hmvily OH tt: iW Pacific dn-lirion (No, 
Klltlj) tliua bet*omea the key commiaeioo 
reapunae. 

It. Aa we have noted, the crucial fac:t about 
thia deferred tax reeerve la that it la a mla- 
Bomer; unlike other deterred reaervea, thia 
one repre*eutB nut a iMttlngaaide for ex- 
lieuMM whii-h will later be encountered, but 
a /rCTMOtirMt savinga, (.Sec fu. 0. tviira. and 
text thereto.) Moreover, the utility can earn 
InlensMt on thia reeerve and, unleaa aooia 
ailjuatiitent la made, will aaru a return from 
ratepayera ou  it. 

If. In onler to effoct Ihia adjualmeut wltb- 
uut runnine afoul of the new Internal Iteve- 
nue Code reetrlctloiia. tit* alaff proiioaed to 
bold the rate of return "eveii," but to do- 
creaae the raU bate. Pro fonoa oormaliaa- 
tJou acoompllahea thia rcault by aubatituttiig 
for the deferred lax natrvt of the Ai«forical 
teat year which the commiaaloD UJMM to aet 
ratea. a figure tuiaed on projectiona of future 
accuroulallona  of   thia   rcaerve. 

20. While the couinilM<*ioa'a prgceedioga ia 
the Inatnnt caaea were pending the Treaaury 
promulgated a eerlra uf regiilationa which 
In the fummlealoo'a view, precluded pro forma 
norroallzaUoo. (Treaa.Keg. | 1-I67(f>-1(*) 
(6) (107-1).) Wo here reiterate that lu view 
of our dlapoaiiiou of theae eaaeH. we eapreaa 
no opiniou regarding the validity of tb* 
regulation aa an Interpretation of aectloo 167 
of the Internal Heveuue Coda of lOM (cf. 
Arkannaa-OklalKHna <iaa Oo. v. OHnintaaloo- 
er of lut. Kev. (Nth Cir. 1068) 201 F.2d 
•8. 1U2; Mertvua. The Law of Vederal 
Income Taxation (rev. ed. 1074) | SJtl, 
p. 40), tlt« conalitutlouallty uf |h« regula* 
ttou Bv an Infrlugement of th« |iowen r^ 
•arved to the atatca under tlw federal Goa- 
atltutloo (U..S.Cou«t.. Amend. X). or tba 
continued availability of pro fonaa »ominliaa- 
tion (cf. tu. 42; infra}. 
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With its ftttcntion thus conceitt rated on 
the primary staff proposal and Pacific's 
and General's vigorouii objections to it, the 

ii»i commission gave i only cursory considera- 
tion to another proposal, known as "annual 
adjustment." " The record iiulicates that 
the hearing examiner suggested to (he par- 
ties that the feasibility of a system of year- 
ly automatic rate adjustment be investigat- 
ed. The staff witness accordingly pre- 
pared exhibits and te&tified at sume length 
concerning this rate setting system." 

While technical in its application, the 
concept of an annual adjustment is essen- 
tially simple: the rate established by the 
commission includes a formula which, 
when applied each year (o figures in the 
utilities* accounts, produces appropriate ad- 
justments in rates to keep thcin in step 
with the company's changing financial 
situation.'* In the case of annual adjust- 
ment to reflect the growing deferred tax 
reserves, the actual amount of the reserve 
accumulated by the utility would be com- 
pared with  the amount  used  in  the test 

year on the basis of which the commission 
set rates.'* As the reserve grew, the for- 
mula would effect a corresponding reduc- 
tion in the rate base to take account of this 
new source f)f investment capital. 

The effect of annual adjustment in some 
respects resembles that which would occur 
if the commission each year conducted a 
new rate proceeding in which all factors 
except that of tax reserve held constant. 

I In such a case the commission would look Uu 
to the tax reserve as the sole relevant vari- 
able and reduce (he rate base to compen- 
sate for tax reserve accumulations. As 
long as the commission's policy towards 
the tax reserve accumulations remained 
unchan);ed, however, such yearly proceed- 
ings would reduce themselves to substan- 
tially ministerial steps." In similar cir- 
cumstances the commission has concluded 
that the promulgation and periodic applica- 
tion of an adjustment formula more effi- 
ciently implements its policy. 

The commission thus employs adjustment 
clauses when it encounters an item of ex- 

it. Tli« cummiwiioti i)ev«te<J a acant l«n Uuca 
la Ita dlacuwiou of auiiual •djiuiincnt lu 
Ita orislnal iteciiiluii In th« l^Mclflc CUM 
<I)uilHiuti No. H310:') auJ aupiilernvBtcd tlifl 
i-oimidcraiioD with but tltre« additiuiial aen- 
l««CM 00 denial uf rehcnrinc (IkvcWion No. 
bS&40). ftleiiUoii vf llibi oidutuu on denUl 
of relieariiia itiiik<Mi It a|>|iru|irlate to lodl- 
cate Mt tliiii iioiDt lliat Die coiiiiuiMiiiou 
neither vlolatcU tlia •taiutcs guvemiiif itt 
|iroi<«durca nor tmiMUMnl on iiM dixcretion 
tn «u|iplMnenlinK Its oiiiuton u|Min drnial of 
reh««rinK. (1'ub.Util.ro.le, H 170N. I73a) 
Pclltloocm' coQttfiitiona to tlia f^outrary are 
meritlcaa. 

33. At iho rcMioeat of Uearlnc thaniiiier 
UarnvtC the »!*(( witueHMa dt>veloi>ed tlia 
raquevtctl iDfurmahou. 'Ha-lr tCMtiiuoay and 
eroiM-«iautiDatiua by varioua |i«rtie« i-ovara 
•Mr* Ihaa GO IMCM »( reiiorter'a iraiuicHiit. 
In addition tliey But>uilCtc<l aotne 20 HU|II»I«- 
Dwulal pafca of tiplanalion ID the form of 
•xlii(*ita. 

33. For more than three jrearw, autMidlarloi 
of the U«ll 8>Mtetn iirovldfnc telrphooe avrv- 
Ic* In Illloola, New Jeraey, and Canada have 
$oii0kt "automatic" adJuNtment cUiitirs to en- 
hance utility producrlvlty and compvnaate for 
prlca and co»t fluctuatiuoa (Keodrick, £//('- 
danoy /ncanfint antf Cost Fmttart m Pub- 

iio Vlititp A ulomatic ktv€nu€ Adiualmcml 
i'lauMet (1975) U IWII J.E^t-oo. 290, 304-300 
{hereafter tiled aa Kendrfck)). 

34. In fact, the ataff wilucaa au(K«ated two 
forma of annual adiuatmeut. In one, known 
aa January lat adjUNltucnt, tba continlaalon , 
would employ the CMtimate* of tax rmervea 
on the comimuy'a booka at year end to make 
ita adJuKtment: in the other funn. the rooi- 
niiiMion wuuhl wait uulU the fulUiwluK Oc- 
lotwr, at which iiolnt the final fifurea would 
be In, before making the adjuatment. TIte 
diaadvautage of tlie (Viobcr mctlwil flowe 
from tlie nine-muutii lag In rmta relief, a 
lag whoae effect la cumulative; the ad- 
vantage of the Octot*er vlauwe la that it la 
ttaaed on final figurea aat-crtaiiiable after 
the cumpuny'a ttooka have l>r«n audited. We 
iMnvlve no atatutury or couatilutiouat aig- 
nlflcaniT to flow from the difference be- 
tween thtfae two utethoda, and what we any 
ttelow  apiMlea e«|uaUy   to liotb of them. 

23. Aa In tha caae of "auloniiilic" adjuitlmenl 
rlauaea fur itroductlvlty and prlt-e fluctua- 
lluna (Kendrlf-k, ivfra, at pp. 301^300), the 
regulatory conimlitalou'a primary function 
ahould tie to gather empirical data itcriodi- 
rally on changea In each ulility'a tax reaerve 
accuraulatlooa and then apply relevant data 
to Ilie adjuatment formula. 
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pensc or rcveinie which lends to vary al>- 
nurmalty in comparison to the utility's oth- 
er financial data; fuel cost adjustment 
clauses, which the commission presently in- 
serts in the tariffs of power companies, 
constitute a prominent current use of such 
clauses. The commission's staff experts 
testified that the rapidly accumulating tax 
reserves presented an anomalous factor in 
the telephone companies' financial profile 
similar to that posed by the fuel costs of 
the power companies.** 

The commission accepted this analysis, 
explaining that: "One consequence of the 
use of accelerated depreciation by Pacific 
is to create a rapidly growing reserve for 
deferred taxes that is totally out of conso- 
nance with the roughly harmonious rela- 
tionship between revenues, expenses, and 
rate base." (Re Pacific Tetefkone (1974) 
Pac.P.U.C. Decision No. 83162, slip opn. 
63); accord, Re General Telephone Com- 
pany of California (1974) Cal.P.U.C. (De- 
cision No. aV78, slip opn., p. 24).) 

In &pite of the applicability of the usual 
justifications for annual adjustment claus- 
es to the instant cases, however, the com- 

lits mission withouticonnideratlon rejected its 
staff's   recommendation  that  such  clauses 

be made a part of the tariff In the event 
flowlhrough and pro forma normalization- 
were rejected."' The commission ex- 
plained its refusal to consider annual ad- 
justment clauses in the following terms: 
"Nor will we consider further the automat- 
ic adjustment clause. This method was 
proposed with the understanding that the 
commission would consider it only if Pa- 
cific consented to its imposition; Pacific 
has not consented.'* (Re Pacific Tele^ 
fhone and Telegraph Company (1974) 
Cal.P.U.C (Decision No. 81362, slip opn. p. 
59).) 

Elaborating on this somewhat cryptic 
statement ** in its opinion on denial of re- 
hearing, the commission indicated that its 
refusal to consider annual adjustment 
stemmed from its belief that "Any order 
which would have the effect of automati- 
cally reducing the rates of any utility with- 
out hearing and without the opportunity 
for hearing would be inconsistent with the 
Public Utilities Code unless the consent of 
the utility was first obtained. Our rejec- 
tion of the automatic reduction method 
stems not from any undue consideration 
for Pacific but from a due regard for stat- 
utory   limitations." ••     {Re  Pacific   Tele- 

36. Ill the wonlN ut llie mXatt witiieifii wtio 
exiiUiiietl tl)« iiie<-liauicii of •UDual adjujit- 
niviii: "An 1 Imve leKiified and tl«mou- 
Himted both lu an earlier phaiHi ol thU 
proceedlDK and ID the reo|»eueil |>roe««diii( 
of  Guneral  Tele|ilioue  Coniiuiny . , 
the growth of ihe <le(erre«l tax reattrve /or 
ejvrett* the normot yrowtht vf rertnuc, CJ"- 
ptHaet, and rate bcvcM, trkich lend to grute 
pruftortiOHtt^e. The    raiea    of 
nttMt ('Mlifontia utlHliea arc aet OD the baau 
that revenues, vx|»en]*c«. and rate ba«e will 
grvw auiucwhat In pruporlion aitd Ihene vame 
ufllitim havK no tax reserve m» (Uey are 
uit flow ihrungh. for a ht>rniNlUBtiuu coui- 
twuy like I'at-lftc, tlie rate ha»e cattnot grew 
a« luat a* it HQimattif would liei-auae lUe 
deferretl tar reKt-rve U illMitlactUK IDVUII- 
iiieiit which wuiihl •'«tiiie (rout Htu<-k ur boiid- 
htddem fur a atrulalil line or flow through 
contiwiiy."    (KtnidmMtM a<)il«d.) 

27. Tlie etaff witiicxx liidii-alml tluit anniiat 
adjUMliiieiit ranketl jnol behind |>ro forma 
nurniatixaliou oa a dt-viraMe a tier native lo 
nomtuHiatloa. which waji ilie plan itrviMMcd 
bjr tlie utilltlen. 

3B. Neither the rent |ianlc« nor tlic commia- 
iiion haji indi<-a(ud the onifin of the "uuder- 
atandliijf" to which tite det-inioii rcfent; any 
au'-tt uiiileralandinf would In any laae be 
Irrelevant iu licht of our onlcr ou annul' 
mcnt to conahlcr "alteniallve apiiroache*" 
to the |>robk'm whii'h at'culerated du|»r«cla- 
tton iKMcd for rateniakeni. ((Mty & County 
of Son Prauciw-o. tupra, fl Cal.Sd 110. 13U. 
UN Cal.Kiitr 'im. 490 l'.:>d 798.) I'artiea 
may not by ujuaeut dlarciard dIrcctlooN of 
titia court. 

29. In ao rulluc I lie i^utitnilaalon Mcmluxly 
ooauined that auuual adjuvlnieut cuofonnetl 
to Internal Itevcuue Code of 1954 aeetlon 
107. aubtlivteiuu (f>(3)<K) ami Treaaury 
Reiculatlon. oei-iiun l']67(0. 8iuc« the iu- 
•tant caNfN, uf i-oiirae, do not w|uarely |tre- 
•leut Ihe queailon uf the cvniiruence uf annual 
adjuatiiii-nt and the Intvrnat Uevettue Code, 
we do not adilrtuut the fwiue. We note in 
(MMNinB that in L-vu«'e|it, atmual udjuiitincut 
cluwely H|i|in)xinialeM uiinual raleiunkJni;, aud 
the Iniornal Itevetiue <'mle doea not, u( 
lounie, forUd «uch a procedure, (iice Traaai 
Itef. I l-107(/)-l(h)(0)(ll>,) 
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^hone and TeUgrupk Comftany (1974) 
Cal.P.U.C. (Deci&ion No. 8354(». slip opii. 
p. 10).) Wc must therefore exiiininc Ihc 
k'lfal bases of the commission's refusal to 
entertain the system proffered by its staff. 

2.    Tkt Public Utitilies Commissiun failed 
regularly to pursut its authority in re- 
fusing  to  consider annual  adjustment 
as am alternative rale setting system. 

The commission in these cases operated 
under a dual obligation to weif^h and ex- 
plain its actions in re(;ard to the treatment 

ii»4 of accelerated|dcpreciation.   First, it acted, 
as always under the statutory obligations 
of insuring that all utility rates are just 
and reasonable (Pub.Uiil.Codc, $ 451), that 
no utility raises its rates unless the com- 
mission  finds the increase justified  (Pub. 
Util.Code,   §  454).   and   that   its  decision 
"contatn[s], separately  stated,   findings of 
fact and conclusions of law    ...    on 
all issues material to the order or decision" 
(Pub.Uiil.Co(lc, S 170S).» 

In addition to these continuing statutory 
duties, the commission in the instant case 
was also bound by our order in City ami 
County of San h'ancisco v. fublic Utilities 
Commission, supra. 6 Ca1.3d 119, 98 Cal. 
Rptr. 286, 49U P.2d 798, in which we an- 
nulled a tariff for the commission's "fail- 
ure to consider lawful alternatives in cal- 
culation of federal income tax expense" 
(id., at p. UO. 98 Cal.Rptr. at 292, 490 P.2d 
at 804). and in which wc indicated that the 
commission should consider available alter- 
natives. Thus the commi<ision labored un- 
der a two-fold obligation thoroughly to de- 
liberate upon methods of dealing with a 
problem it had perceived. 

[1] In spite of these statutory and judi- 
cial obligations, however, the commission 
failed to consider an annual adjustment 
provikiun, a plan suggested by its hearing 
examiner, testified to by its staff, concern- 
ing which full cross-examination had oc- 
curred, and which, on the face of the rec- 
ord, appeared capable of relatively easy 
implementation. Speaking of a similar 
failure to consider relevant aspects of a 
decision, wc recently explained *'[t)he 
Commission may and should consider sua 
sponte every element of public interest af- 
fected by . . . (utility proposals] 
which it is called upon to approve. It 
shoidd not be necessary for any private 
party to rouse the Commission to perform 
its   duty ,     ..    Thus,   wc   conclude 
that the Commission failed to give ade- 
quate consideration to the issues 

and that its decision must be an- 
nulled." {Northern California Fotver 
Agency v. Public Util. Com. (1971) 5 Cal. 
3d 370. 380. 96 Cal.Rptr. 18, 25. 486 P.2d 
1218; accord. City £r County of San Fran- 
cisco t: Public Utilities Commission, supra, 
6 CulM 119, 98 Cal.Rptr. 286. 490 P.2d 
798; City of Los Angeles v. Public Utili- 
ties Commission, supra, 7 Cal.3d 331. 
102 Cal.Rptr. 313, 497 P.2d 7H5.) If. as wc 
have shown, unjustified failure to deliber- 
ate constitutes error,-we must consider the 
groundsj which the commission has prof- |«s 
fered as justification of its refusal to con- 
sider annual adjustn>ent. 

In explaining its action the commission 
indicated that discussion of an annual ad- 
justment clause would serve no purpose be- 
cause Public Utilities Code section 728, 
which requires a "hearing" before the pro- 

10, Ai JuDlit-D Tmyiwr cinpliuiiisi^ in the leud- 
Ing iMiw counlruiniE tl)e r»iuireiiteiit of M|ie- 
elfic flutliui;4, • nM|uiremt:iit ••hitil lu llie 
•tatut* In ItHtl : "h>en wlieu lite •KXtiie 
o(   review   U   tlmiteil. fiiMliupt 
on mattfrial fiutueit enable tli* revk-wlng ivurt 
to tlcleniiliio w)iellii-r the i-umiiittMioii tinn 
•eteiJ   nrkilrarily. KIIMHIIIEII   OII 

Inalvrial  liwuw  eau   alao  serva  to  lielii  tlia 

cuiiitnlTUiiuii uvold carvlirMi or arliitrary ae* 
tluii. Tliero  la   DO aaaurauew   tliat 
•II atliniiilHtralivi? aecni-jr liua maile a r«a- 
Miui-il uitulyMla if It nevtl etate uiily the ultl- 
ntuto findiDK .  ."    ((TalifuruU Motor 
Trniia|iurt Co. v. ruklic lliilttiea Cuia. 
(ItMiS) 5U ('al.2d 270. L*74-^5. 28 Cal.Uiitr. 
WiH. H1\. 379 K2.I 324. 327.) 
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mulgation of rates, placed beyond its pow- 
er a tariff which would aiitonialically re- 
duce rates without such a hearing." 

(a) The Public Vlililitt Code ftrmili 
ike use of annual adjustment claus- 
es. 

Section 728 of the Public Utilitiei Code 
simply provides that the commission "after 
a hearing" may adjust improper "rates, 
classifications, rules, practices, or con- 
tracts"; on its face, then, nothing in the 
statute is inconsistent with the use of an 
annual adjustment clause. 

The commission and the utilities, how- 
ever, implicdiy assert that the terms 
"rates" and "hearing" in section 728 have 
extremely restrictive meanings which bar 
adjustment clauses. Their position de- 
pends upon the conception that a "rate" is 
a single set of unvarying -fixed charges, 
and that a "hearing" must occur before 
each variation in those charges. Neither 
contention withstands scrutiny. 

[2,3] In the first place, longstanding 
commission practice in other areas refutes 
its position in these cases. As testimony in 
the instant proceedings revealed, the com- 
mission has for a number of years included 
fuel adjustment clauses in the tariffs of 
power companies on the grounds that the 
variation in their fuel costs is dispropor- 
tionate to the variation in their other 
costs.** Thus the commission itself has 
long recognized adjustment clauses do not 
exceed its authority. 

ifM I "Consistent administrative constriKtion 
of a statute over many years, particularly 

when it originated with those charged with 
putting the statutory machinery into effect, 
is entitled to great weight and wilt not b« 
overturned unless clearly erroneous. (Fed- 
eral Trade Com. v. Mandel Brothers 
[1959] 359 U.S. 385. 391, 79 S.Ct. 818, 3 
L.Ed.2d 893 . . .; Vmiled Stales v. 
American Trucking Assns. [WO] 310 U.S. 
534, 549, 60 S.Ct. 1059, 84 UEd. 1345 
. . .: United Slates v. Leslie Sail Co. 
[1956] 350 U.S. 383, 396. 76 S.Ct. 416, lOO 
L.Ed. 441 . . .; Great Northern Ry. 
Co. V. United Slates [1942] 315 U.S. 262, 
275-276, 62 S.Ct. 529, 86 LEd. 836 

.; Norwegian Nitrogen Products 
Co. V. United Slates [1933] 288 U.S. 294, 
315, 53 S.Ct. 350, 77 UEd. 796 . . .; 
Uaser v. Stein [1954] 347 U.S. 201, 213. 
74 S.Ct. 460, 98 L.Ed. 630 . . .; see 1 
Davis, Administrative Law Treatise. | 5.- 
06, p. 324.)" (DiCiorgie Fruit Corf. v. 
Deft, of Employment (1961) 56 Cal.Zd 54, 
61-62, 13 CaLRptr. 663, 667, 362 H.2d 487, 
491.) Moreover, in the instant case no 
party presents any valid reason for holding 
this longstanding administrative interpreta- 
tion unlawful. 

In the face of this authority, the com- 
mission and the teal parties in interest sim- 
ply argue that the fuel adjustment clauses 
which it employs as a standard practice 
supply no precedent for the use of anniul 
adjustment clauses for tax reserves. They 
urge that such clauses characteristically 
raise utilities' rates (as they have during' 
the recent inflationary period) and there- 
fore supply no authority for a clause which 
is expected to reduce rates."   In our opin- 

}l. TiM relevaut »-ntM<'« of Ihiblic Utililica 
tTuf)« Ht-liuu TiH r«a(J» a» (ullowa: "Wlieu- 
•ver tlia cotnmlwion, after a liaariug, fliula 
itiat llie ralPH (»r rlitaMirit-MlU>iia. ilciiianU««l, 
ulMtTvvil, iliarsr*!. or i-ulUi-letl by any iiublic 
ufiMty fur or In (vtlli^-tioli willi any acrv- 
ic', t>nMluct. ur ivmntuility, or Ihu rulrji, 
|iraclb-cM. ur cuiilrai-la affivtliiK aucli ratoa 
or clanMificatloiM nrv iiuiuffb-ient. unlawful, 
uiijuat. unreaauuHblv, ilUcriniinalory, ur iiref- 
arcnllat. IIH! ctMunijaaion aball ilcterniine an<l 
fik. by unl«r. Iha juat. rMiuioniiltle, or auffi- 
ctant   ratca.   elaaaifk-atioua,   rulca,   itrm.Hli'ea, 

or  i-outracts 
to force." 

to  b«   tberaaftar  oboervcd   and 

S}. Re «o«lkm> Calltamia Jt'itiaoo (1MI) 43 
O.R.a 733; Ke Nooftem OaliYoraia Oat 
Oo. (1958) M Cal.l'.U.n. 188; Ke Cmttlar- 
lua iJiMlrio Poinr Co. (18061 SO CaLI'.U.a 
•£il; an Ke Paeilic Ome * Kleclric Com- 
pam, (lOTl) TI Cal.P.U.O. Tit. 75«-7S»; 
i-f. RivtriUU CnumI fa. v. Public Vlil. Cm. 
(19S0I, 39  Ca1.2d  328, 217   l'.2d WA. 

33. During procecdlnga befoi* (be couiiuiaaloH, 
i'acifle  raiawl   lb«  ••MlUooal  ottjootloa   that 
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ion the objection it «pecious; the statutory 
Uncuage simply docs not diffcreniUlc be- 
tween the rate changes which increase 
rates and those which decrease rales. 

Moreover, such consiftteiit udministrativc 
practice accords with the coturhisions of a 
sister court which, some 2u years a^o. 
faced a question very similar to that which 
we now consider. In Norfolk v. l^irginia 
Electric etc. Co, (1955). 197 Va. 505. 90 S. 
£.2d 140. the Virifinia Supreme Court ad- 
dressed the contention that ait annual ad- 
justment clause could not be inserlcd in the 
tariff of a utility because the new rate 
would take effect without the JK'-day notice 
to the public required by the relevant stat- 
ute. 

ItsT i Rejecting this contention, the unanimous 
court wrote: "[The power of the Commis- 
sion is not limited to the mere change of a 
particular rate that the public must pay for 
the service rendered by a public utility, but 
it has the power to change . any 
part of a filed schedule, rate, rule or 
regulation that in any manner affects 
the rates charged or to \K charg^cd. 

'[R]atc schedules consist not 
merely of a list of rates in dollars and 
cents, but they customarily in- 
clude provisions that will in various ways 
affect the rates charged at the time of fil- 
ing or to be charged thereafter.' [ft] 
The proposed escalator clause is nothing 
more or less than a fixed rule under which 
future rates to be charged the public are 
determined. It is simply the addition of a 
mathematical formula to the fifed sched- 
ules of the Company . . . [IJt is 
clear that notice is not required on each 
occasion there is a change in the ratepay- 
ers' bills, but that notice is required for ev- 

liower comiHiny fuel ndjuslincul i-liiuiieii itup- 
lillcd no fireccdept fur tlx uae of • tai r»- 
iierv« clauM l>ecauiMi ilia coniiiiiwituii ilerived 
It iwwcr to UM fuel L-luuMm frum I'ublto tJlllt- 
titm Code Metloii 4&1, iwt wctiou T2H. Scc- 
tton 4M, however, merely exi*in|ita rale la- 
creaaee csieblinlicd iiureuaitt lo atljuetiiMDt 
clauMca from the new retiuirenieut lliiit t.-«rlHin 
iHawni of ullhtiea eu4:k)M wilb fhelr r«sulnr 
bllllnga all uotlcci of rale toi-rani«e aiiiiUcn- 
tkHia.     Only  coMMon  earner*  are exeiuptcd 

ery change in the filed schedules which are 
the underlying bases for the compulation 
of those bills." 

Finally, in addition to tons^tanding ad- 
ministrativr interpretation and the judicial 
authority described above, the purpose be- 
hind the hearing requirement of section 
728 demonstrates the permissibility of the 
annual adjustment scheme here at issue. 
The purpose of the hearing is to air the 
policy considerations behind various rate 
proposals and to establish controverted 
facts; as the commission's experience with 
fuel clauses has shown, a hearing serves 
no purpose when the only business at hand 
is the application of a mathematical formu- 
la lo a figure definitively established by 
reference to the utilities' books. The legis- 
lative purpose behind section 728 is better 
served by a plenary consideration of the 
advantages and disadvantages of an annual 
adjustment clause than by a yearly charade 
attendant to its application. 

(b) The ComstilMticn does not forbid the 
use   of  annuat  adjustment   clauses. 

As itoted. the commission and the real 
parties in interest additionally argue that 
because a tariff containing an automatic 
adjustment clause could result in a de- 
creased rate which would take effect with- 
out a prior hearing attendant to a full rate 
proccedmg, the resulting rate decrease 
would constitute a taking without due 
process, in violation of the Fourteenth 
Amendment of the United States Constitu- 
tion. As we explain, however, this argu- 
ment ignores the elaborate safeguards at- 
tending both the establishment of the ac- 
counting procedures which the utilities 
must use to produce the relevant  figures 

mddiiicnullit from the requirement of a hear- 
luK before rale hiffeniHw <I*ub.IItil.Ct>ile. | 
4M. aubil. ih}). Tliua set-tluu 454 catabliiiliea 
no exemptloH from kectiuo 71M for fuvl cinuiw 
IlK-rvHMMi; If, lltLTvfure, UeiirliiK* are ru^inired 
before all mte thantreii uiulrr aet-llou 728. 
tliey aro nlMo re«iulrcd for fiHrl clause clianjfea. 
AN we Lave MIIOWU, liowevcr, awh licariuica are 
not retjuinite when iliey have occurred >» lo 
ibo cetieml tariff lucluUing auch adjuiitiDeot 
rlauaea. 
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and the full hearing which would accompa- 
ny the establishment of the tariff contain- 

Uti ing the I adjustment clause. As we shall 
show, under the governing authorities, 
these safeguards render the use of annual 
adjustment clauses  entirely constitutional. 

[4] Before discuising the specific 
objections to the adjustment clause, wc re- 
view the constitutional standards which the 
United States Supreme Court has set forth 
for such rate proceedings. The court has 
long made it clear that within the regula- 
tory context due process is a flexible con- 
cept, permitting expert administrative 
agencies broad latitude in adapting the spe- 
cific regulatory needs of their jurisdic- 
tions. 

[5] Thus, in sustaining the actions of a 
federal regulatory agency against the com- 
plaint of a utility that commission proce- 
dures in setting rates had deprived it of a 
hearing, the court set forth the relevant 
due process criteria: "The Constitution 
does not bind rate-making bodies to (he 
service of any single formula or combina- 
tion of formulas. Agencies to whom this 
legislative power has been delegated are 
free, within the ambit of their statutory 
authority, to make the pragmatic adjust- 
ments which may be called fur by particu- 
lar circumstances. Once a fair hearing 
has been given, proper findings made and 
other statutory requirements satisfied, the 
courts cannot intervene in the absence of a 
clear showing that the limits of due proc- 
ess have been overstepped. If the Com- 
mission's order, as applied to the facts be- 
fore it and viewed in its entirety, produces 
nu arbitrary result, our inquiry is at an 
end." (Federal Power Coin'n v. Pipeiine 
Co. (1941) 315 U.S. 575. 586, 62 S.Ct. 736. 
743, 86 UEd. 1037. 1049; accord, R. R. 
Com'n V. Pacific Gas Co. (1937) 302 U.S. 
388. 58 S.Ct. 334. 82 LKd. 319; West 
Ohio Gas Co. v. Public Utilities Com'n 
<No. 1) (1934) 294 U.S. 63, 70. 55 S.Cl. 
316. 79 L.Ed. 761;  Market Street Ry. Co. 

V. Commission (1945) 324 U.S. 548. 562. 65 
S.Ct. 770. 89 L.Ed. 1171; »ee Norwegian 
Nitrogen Co. v. U. S. (1933) 288 U.S. 294. 
317. 319. 53 S.Ct. 350, 77 L.Ed. 796.) 

With these precepts in mind, we consider 
the utilities' contention that the use of an 
annual adjustment formula exceeds consti- 
tutional boumb because it fails to provide 
the utilities with a prior hearing before 
each annual adjustment of rates occult 
As we explain, however, contrary to the 
utilities' assertions, procedural safeguards 
mark every stage of the adoption of the 
annual adjustment formula. 

[6,7] As we have already shown, the 
commission must hold a full hearing before 
the promulgation of a general rate tariff. 
(Pub.Util.Code. S 728.) At such a hearing, 
the company has the opportunity through 
testimony,|briefs. exhibits, and oral argu- uit 
ment to inspect and challenge any formula 
proposed. (Pub.Util.Code, § 1705; Cal.Ad- 
min.Code, tit. 20, §§ 52, 59-61. 64. 68-70. 
75-76.) Tlie utility may at that hearing 
raise its objections either to the general 
concept of an adjustment clause or to the 
particular one proposed. It can point to 
states of fact on which the formula might 
yield an unjust or undesirable result and 
suggest corrective modifications. Indeed 
Pacific, at whose hearing annual adjust- 
ment was most fully developed, in fact 
took advantage of most of the procedural 
rights just enumerated. Under the circum- 
stances, the promulgation of an annual ad- 
justment formula as part of a general utili- 
ty tariff obviously comports with due proc- 
ess; it remains therefore only to consider 
if the periodic application of the formula 
to the figures in the utility's books entails 
any denial of due process. 

(8,9J The adjustment clause would op- 
erate upon figures which the utilities had 
placed in their account books in accordance 
with the system of accounts as to which 
the companies had received another, prior 
hearing.     (Pub.Util.Code.   SS  792.  794.)»* 

14.   EiniNiwcrcd by Uw to "mablbfa • •jratem of 
acoNiDi*  to b*  k*|it  br  tba  puUic uiiUtica 

•ubj«ct   to  if  Jurivtltctlon"     (l*ub.Util.Coda, 
I 7V2). tb« ewBBlwton bai, WIMB appraitrl- 
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The utility, of course, wutitd have miitle 
the entries with the full knowled|;e that the 
commission would employ them in connec- 
tion with the annual adjustment clause.^ 
Having thus obtained the appropriate fig- 
ures from the utilities' accounts (cf. Pub. 
Util.Code, § 791). the commission would 
proceed to apply them to the formula as to 
which the utility would have enjoyed ample 
opportunity to make its objections known 
at a full hearing. (Pub.Util.Code. i 72S: 
Cal.Admin.Codc, tit. 20. §§ 51-^.) The 

ITW insertion of numbers derived ^ from i an 
accounting system adopted at one hearing, 
into a formula approved at another hearing 
does not deny due process; the fourteenth 
Amendment to the United States Constitu- 
tion docs not prohibit arithmetic. 

Our holding accords with the authorities. 
Most closely in point is the decision of the 
Virginia Supreme Court, which faced, in 
addition to the statutory issues diKusscd 
above, a claim by ratepayers that a fuel 
adjustment clause would deprive them of 
due process because it did not afford them 
notice and hearing as to each of its appli- 
cations; the court rejected the claim.*^ 
(Norfolk V. Virginia Electric, etc. Co., JM- 

fra, 197 Va. 505,90 S.E.2d 140.) 

In so holding, the Virginia court spoke 
to the issue before u&: after pointing to 
the widespread adoption of such clauses 
and their survival of legal challenges, it 
succinctly,refuted the claim that their ap- 
plication constituted a denial of due proc- 
ess: "The City next contends that the es- 
calator clause results in a denial of proce- 
dural due process of law to the consumers 
because there is no public notice and hear- 
ing on each occasion when the actual rate 
is increased .In the instant case 
there was sufficient notice to the public 
that the Commission would hold a formal 
hearing on the application of the Company 
to determine whether it was just and rea- 
sonable to insert the escalator clause into 
its filed schedules. The City appeared and 
participated in the proceedings and after 
an investigation by the Commission and a 
full hearing, the Commission foiiiKl as a 
fact that the proposed escalator clause was 
'just and reasonable,' a finding which the 
record does not warrant us in reversing. 
Consequently, the requirements of proce* 
dural due process have been fulfilled in 
this case, (Sec, f. g.. Railroad Commis- 
sion of State of California v. Pacific Gas 
& Elec. Co. [ 1938] 302 U.S. 388. 58 S.Ct. 

•la, belU heiihuin' on the Mtnbllahuicnt of 
Biich untfttmt •t-<'Oiiiir«. (Het In re Uniform 
Sfttem of AcruHHtM (1&4H) 4M rBl-P.U.O. 253; 
irtrvC SuppletiittUlMl Onlt-r (iur>7) M Vml. 
P.U.C. 0<t8: it. I'tib.tltil.CMle. I 703; <VJ 
Cal.P.U.C. 27 : 70 ('iiI.IMI.C. 470.) Ilavfuc 
Mlablliihetl KU'-li «tt<uuiillnK •yalviiii, llis coni- 
nilanioii nmy prowribe tlic luaniter fn wlildi 
ih« reiruluteil utUillen eiii|iloy tlivm, but vii)/ 
after smiititif the utIlitieM uu u|i|iurtuuity tu 
b« Itcaril ou tlili iiumtiou. I^lbllc Ulllitieii 
Ciwle MM'ttoD 71>4 iiroviitcH tliat: "|t)ha com- 
mlmiou may, e/ler notice, anj hearing if 
rrquenletl wllliiii 15 iluys aflt-r r«:L'i|)l ot 
notk'e, itreMCfibv by orilcr the aoxtuiila iu 
wlik-li itartitular oullaya and ret^-ii'tt HIIHII be 
•iiCcrcd, cliarKLtl ur L-rtnlii«d." (Kiiipbasia 
ailJed.) Tlia cummiKniou'it ile<*iMloii nfier aiivlt 
a hearing )• of euume aubject both to rehear- 
Inff aad Iv Judicial review. (l*ub.Util.C(H)a. 
II 1731, 170U.) 

35.   £)ucb   flfurcM  uilsht   tui-lude  botli   already 
iDcurred  tax expeuaea aod  the utIllUca' own 

estintntt'M of future tax extkeHwcM. Tlio ataff 
Hiembi-r leMilfylug moMt (fsti'uwivcly aa to lite 
uiiiiuiil ailjuHtmetit iii«lliu<l lnili(-iite<l Ibat ft 
luiicht lie th-iirabh' Iu t-o)ifirra llie fiifurm fur 
lax exiivikMt'H wilh lho»c rt.-|»orlei| tu thi* ultii- 
ty'a Hto«-kbolder« under tlie reiwrta requirtHl by 
the fcderul 8«i*uritifti and Kxvlianre Coiu* 
mioniuii. 

36. AH in tlie CIIKU uf fuel eluuxea, the cuiu- 
iniftMimi uiiiy find it uei-vwiary tu make luinor 
iiilju^ttnieitla ill (lie raw fifunm durtvtil from 
the iililiiiea' IKMUM l>efur« aiMdylng llicm to 
tlie BIIUUMI ailjuittmi'iit linuMe. Iu light uf the 
prwtiH'tiunK ntieuiliiii: the (lev«lo|Hiieut and uae 
of the clHtiiH.*. we iwrtxive no euitntitutloual 
niicuifieiiufe  to flow  from  thla  |ir«ctice. 

37. The i-ourt in L'oiiHldvrinK the ralvpeyera' 
claiutM uiuiimeil that tliey Htood entitled tu due 
proceaa in cuniircilon wiili any inorcutie In 
tlieir raten; the utilitieM in the Inatnot i-aiMW 
can tliereforo derive lillle i-onifort fruni the 
vircumiitance that ihe cUHtunier rather thau 
the  utility   raised   the  due  proi-eM elniio. 
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3K 82 UEd. 319 . . . ; Ohio Bell 
TeUfkone Co. v. Public Utilities Comtn. 
fl937) JOl U.S. 292. 57 S.Ci. 724. 81 L.Ed. 
IWJ . . .)" (Norfolk V. yirginia Elec- 
tric, etc. Co., iupra, 197 Va. 5«»5. 518. 90 
S.E.2d 140. 149.) 

Norfolk thus slanils for the proposition 
that due process requires adequate hearings 
at the significant point of the adoption of 
the adju!>tment clause, rather than at the 
relatively utiiinportant occasions of its ap- 
plication. Measured tiy this standard, the 
system of annual adjustments proposed by 
the hearing CNamincr and the commission 
staff would offend no tenet of due process. 

|»i I This conclusion finds additional support 
in cases which have addressed the question 
whether due process requires that agencies 
afford regulated entities a hearing txrfore 
acting on the basis of figures or data sup- 
plied to the agency l>y the utility itself. 
The question is relevant to the instant 
case, because the annual adjustment clause 
would operate upon figures entered by the 
utilities upon its own books. The utilities 
claim that due process entitles them to a 
hearing prior to the use of such figures; 
the authorities do not support thii conten- 
tion. 

In a leading case a unanimous United 
States Supreme Court rejected the conten- 
tions of a California utility that the com- 
mission had denied it due process by using, 
as its rate base, the figure for which the 
utility had offered to sell itself to the city 
in which it was located. (Market Street 
Railu'ay Co. v. Cotnm'n., 324 U.S. 548. 65 
S.Ct. 770. 89 UEd. U7|.) The railway ar- 
gued that the use of this figure, which had 
found its way into evidence incidentally, 
and which the commission had not indicat- 
ed it would use to fix the utility's value, 

S0. ID • i-uM iiliiillar to Market Street Raiticay, 
an Knivrffcney Court u( A|i|ie«W iTje«-l«<l ii 
eUtm by • m«Duf«eturar aubjet-t to the au- 
fliorlty o( lite Offu-c uf l'ric« Atlmluiol ration. 
Itte ftUmliiUtratur, in fixliiir lit* |irk-« on 
reitular bulklinic blot-ki mAA by ib« ntiDufac- 
turcr, huil c«buUte<l ilia msnufAeturvr'a coat 
by •ubtrncling (roni m fl||ur« prcvloiuily «U|K 

|4i«d by tb« i*lainiif( tor bkM-lu wHIi aiwclal 
lISCil Rplr.—SOV« 

denied it due procest absent an opportunity 
to present argument concerning the accura- 
cy and interpretation of the figure. The 
Supreme Court found the argument with- 
out merit; Justice Jackson, writing for the 
court, noted that the figure in question had 
been admitted into evidence without limita- 
tion as to use: "Doubtless the decision 
and the grounds of decision were unex- 
pected. But surprise is not necessarily 
want of due process." (Id., at p. 558. 65 
S.Ct. 770 at p. 776. 

Nothing in the operation of the annual 
adjustment clause as here proposed even 
approaches the procedure which generated 
the utility's complaint in Market Street 
Railway; unlike the railway, the telephone 
companies would at all times know the use 
to which the commission intended to put the 
tax reserve figures and would have an am- 
ple opportunity to make known their views 
of such proposed use.** (See American 
ToU Bridge Co. v. Railroad Com. (1938) 
12 Cal.2d 184.203-204,83 P.2d I.) 

As further demonstration of the annual 
adjustment clause's impregnability to con- 
stitutional attack, we briefly contrast its 
operation with i regulatory procedures 
which have faded to survive judicial scru- 
tiny under the du^ process clause. The 
utilities insist that these cases pose an in- 
superable conslitutioTul barrier to the use 
of an aimual adjustment clause; we shall 
show, however, that they are in fact en- 
tirely distinguishable. In Ohio Belt TtL 
Co. V. Comm'n., supra, 301 U.S. 292, 57 S. 
Ct. 724. 81 L.Ed. 1093, the commission had, 
without informing the utility of its inten- 
tion to do so, taken judicial notice of a 
general decline in the prices of property 
and then adjusted downward the values of 
particular   utility   properties*   all   without 

fMiiurM ib« •un clftloi«il to be atlrlbutabla 
to «ucfa Hiiecial featurea. {Hckieflm v. Clark 
(ia.O.A.ll>47) 103 K.2<1 OKS.y Thi conrf held 
tliHl ibe uw of tb« iilalurirfa own fiffunsa 
Oiil uol coniitltut* a Ucnlal o( du« proccaa 
•ven tlioiigb llta iiiaiiufa«-(ur«r Imii r«c«tv«l 
no prior notlca at lb« imriMurt (or wbich tba 
adiiiiuiiitrator mltht use th« fiKurm. 
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Idling the utility of the methcHj by which it 
arrived *t its (igurei or permilliae it to 
challenge them; the court held this proce- 
dure unconstitutional. 

Without belaboring the obvious diHer- 
encei between the unconstitutional proce- 
dure in Okio Belt and that proposed in the 
case of annual adjustment, we simply note 
that in the latter instance the operative as- 
sumptions of the commission would at all 
times be known to the parties. (Accord, 
Moort-ifcCormack Lines, Inc. v. United 
Stales (1969) 413 F.2d 568. 585, 188 Ct.Q. 
644.) 

In striking down the procedure in Ohio 
Bell the court made reference to an earlier 
case upon which the utilities before us 
rely; West Ohio Gat Co. v. Comm'n (No. 
2), nfrt. 294 U.S. 79, 55 S.Ct. 316, epito- 
mized the defects also found in Ohio Bell. 
In West Ohio the regulatory agency had, 
in setting a rate in 1933, chosen to rely ex- 
clusively on data from 1929. ignoring 
available revenue and expense data from 
1930 and 1931; the court held this proce- 
dure unconstitutional. 

In examining the flaws in West Ohio 
one Is struck by the contrast they present 
to the proposed annual adjustment clause 
in question, in spite of the utilities' asser- 
tion to the contrary. The defect in the 
West Ohio case lay in the commission's re- 
fusal to consider the latest available data 
as to costs and revenue; yet annual ad- 
justment entails precisely the substitution 
of actual figures for guesses and estimates 
of tax expense and deferred reserves. 
Rather than taking a single year as the 
measure of tax reserves, the commission 
staff proposed to make period adjustments 
in the figures in the light of actual experi- 
ence, precisely the course approved by the 
court   in   West   Ohio.    The   Utilities,   of 

course, complain that the commission 
would make such adjustments only in the 
lax deferral figures, and not in the other 
revenues and expenses of the company; 
but, as^e have already shown, the distinc- 
tive treatment of tax expenses and re- 
serves finds its warrant in the circum- 
stance that under accelerated depreciation 
they will vary abnormally with respect to 
the [Other components of the utilities' fi- |m 
nances. Simply to recogniie this fact is 
not to deny due process. 

[10] Nor does due process require > 
hearing that serves no useful purpose. In 
the instant case the only relevant inquiry 
turns upon the figures that stand in speci- 
fied places in the utilities' books. No tacts 
are open to serious dispute, no witnesses' 
demeanor need be judged, no policy deci- 
sions on which public sentiment might 
prove useful are before the commission. 
Within such a context, the facts are those 
which Professor Davis terms "legislative," 
and as to which a hearing serves no 
function." (I Davis, Administrative Law 
Treatise (1958) pp. 429-437 (1970 Supp.) 
pp. 327-329; Rivera v. Division of Ind. 
Welf. (1968) 265 Cal.App.2d 576, 71 Cal. 
Rptr. 739.) 

The crux of the utilities' objections to 
annual adjustment lies in the possibility 
that under certain circumstances the an- 
nual adjusttncnt clause might yield a rate 
below their authorized return, or in ex- 
treme situations, they assert, on the border 
of confiscation. The crucial point which 
they fail to discern, however, is that any 
rate may have such an effect, no matter 
how calculated. 

An entirely fixed and stable rate may. if 
expenses rise dramatically, yield insuffi- 
cient revenues to guarantee the utility a 
reasonable   return.     Yet   we   have   never 

39. Notlii&K wa aay. of counM, wuul<l itra- 
clutl« tbt cvtiimiwiiuu from |»emiillluK llie 
ulllilicv to aubiiiit writteu liriefM at tUe lime 
af iJio aoiyui) ailjualuttnl. it t)i« i-oiiimiiwluu 
Ikiaka aueli • )>rocctlure uwctul. lluiler llie 
circliaM(aut.-co.  howcvrr.  tbU  praetiev  i«  uot 

ooiiatililltoliaUy niindattfd. <C{. I Davis, AJ- 
mlnialrallve I.jl>r TreatiM (1070 Su|i|i.) |>. 
3JU 1 Dilit Weler Co. v. i>aMi<i Ul'lilici Ooai. 
(IIMII aa Cal.'Jd lua, 14 Cal.K|>tr. 310. 303 
I'.U XM. «rl. ilcD. aU8 11.8. 1*30. I£i >i.CL 
3tU. 7 L.tM:M 338.) 
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viewed this po&sihJIity as a ground for con- 
stitutiunally rcquirini^ expense escalation 
clauses; the appropriate remedy in such 
instances is an application for a rate in- 
crease (Pub.Uttl.Codc. §§ 454, 455). Con- 
versely, the fact that a tariff containing an 
annual adju^ilincnt clause keyed to the 
growth of a deferred tax reserve may, un- 
der imag^inatively conceived circumstances, 
reduce the rate of return below that au- 
thorized does not render it unconstitutional. 

The utilities' objections are therefore in- 
apposite. The due process cases they cite 
are, as we have shown, concerned with 
procedural defects not here present. Noth- 
ing in the procedures suggested to the 
commission wilt deny the utilities full hear- 
ings both on the system of accounts which 
will yield the'figures in question and on 

the formula to which the figures will be 
applied. 

I (c) The commission therefore erred in 
fatting to consider annuat adjust-' 
mcnt. 

[11] Because annual adjustment com^ 
ports both with the governing statutes and 
the Constitution, the commission failed 
regularly to pursue its authority in failing 
to consider it.«* (Pub.Util.Code, § 1757.) 
On remand the commission should proceed 
cither to take further testimony on the sys- 
tem, or to consider its adoption on the ba* 
sis of the testimony contained in the record 
of the instant cascs.^' It should in any 
case weigh its desirability and set forth the 
reasons for the decision it ultimately 
reaches."   (Pub.Util.Codc, | 1705.) 

40. lu Itii oplnlou ou denial of reheMrlng in lb« 
pHclfic CAM; tilts eomtniiwlou net fortU. an aller- 
iiatlvti pruiNMnl wtiicli entutled itH^reeeptiun 
of iHiriodic reimrtt of the ullHtiea' profit* 
with au «ye towurtU r«opvning |>roc««iJJiijea 
ahoiihl llicy exceed the authorlced ral«. iUe 
Pacific Tetepkone and Telcffrajtk Co. (lOli) 
Cal.r.U.C. (DctUfou No. 83540).) Th« 
eoiiimiittifon aulMtfiiiieutly aUopttMl the same |»ro- 
ceJurc for (joiitral. (Re Oeuerat Triepkune 
Company (lUTO Oal.P.U.C. (Declaloa No. 
K3770, xllp u|Hi., Mi>. 20-31.)) WiaU aucfa 
cutifiiiiiiuic euiwrvlHiou spi>eura to be lu ivm- 
mcitiluhle acivrd with the (x>minl»iloQ'a alut- 
utury thitleM (l'ub.lIii).r^Hle. il -liSI. 701, 728), 
It faila to serve Me an adcijUHte auttitlltute for 
the (-oUMiileraltoii of auiiiml ailjuahiient ou two 
grouiiUa. Kirxt. the buhlinc 4»ut of the iMwui- 
bllily uf future oclitm tluea not eunatitule • 
jUMtlfMrntion fur failure to take prmteut actlou. 
MecoMi), the cviiitniMHioii'n profc^hiro veric«a 
ilanciTouMty ou aliiftiue the hurUeii for iwiti- 
fii-uli<iii of rate iiicrviiMCM friHn the utility. 
wh.'rti Public lltilitii'v Co<le section 4M 
|iluec:i It, to the rntettayer, 'lite coutiiiiaalon's 
onter on dentnl of rehearinjc therefore does 
not alter the outcome of the instant vumn. 

41. Pudfic. of irutirw. hiin had a full heariuK 
on the use of annual atljualfnent, and ss to 
it the contmlasiuu rnJoyM the L-let-tlon deacribeU. 
In liiti General iirm-iMnlinnH. the rammitMion, 
altlioueh under a duty to do M>. did nnf u>u- 
Nlder iinnual adjiMlnietit, and General conite- 
quenlly atamla entitled to a lieuring tiefore 
intvriiurBtiou  of  llic  syalem   info  lla  ratea. 

42. In ihia eunut^rllon we entpliiddse that uolh- 
lUK lu the iiiurae of lliiit upinion sltould tw 
Gonslnicd as biudlnv the Public lUlllties Com- 

mission either now or In tba futur* to aojr 
|>Sr(fCH/<ir mstlKMl of rste-aettinK wblcli It 
dcftdes Is not useful. For instance, because 
the size of tlie utility's reloveatmeut la af- 
focteil by the rate of inflstlon in the entire 
eeonomy, nnder certain severe eundltiona o( 
deflation even a utility esiwndinf Its plant 
Investment would not incur aufftcieut cxiicnae 
(because the replaccnieuta would coat substsn* 
tially leaa than the old naaeta) to offset the 
lower deprecistioD attributable to "old** aaeete 
In their later years. Under tuok I'ouditlona 
a public regulatory c-ouimlxsion ntiglit well 
adjuMt ita rate-M«ltlni; asHuniiitions. (Of. Povh 
rr Com'H v. Hope Oa» Co., aupra, 320 U.S. 
&91: Uluefield Co. V. Pmbtia 8crv. Com. 
(1V23> 2<U U.S. <t7U, IK»2-4HI3, 43 S.Ct. 07S» 
07 L.Kd. 117(1.) Thus, should conditloua 
chsngc, or sliould the (nniinlaalou In the 
roiutdcrcrf exercise of its discretion (iNiK 
Lttil.(>Mle, I 1705) ctjuclude that a method 
which we hold It etniiuwenKi to employ is not 
auitable, it may reject the BMthod. 

Converiiely. should the commlsHlon on rfr 
msnd decide that a metliod which It baa 
previously rejected on pnuleotlsl ftrouuils now 
spiteam feasihie, it may adopt the toetbod. 
Thus, if, niion reconKidcratian, the conuuiselMi 
should conclude to Imidement pro forma nor- 
maiiKaiioD on a tcutsllve huais, with rataa 
held In a truttt fund, HuUject to refund upon 
final detcnilination of fetlcral tax <|uestlon% 
nothinx we wiy here sliouM be construed to 
furblil such a Lvurse of nctlon. Alternatively, 
tho commisaiou could CIIOIMHI to mlilffata tbe 
"windfall" a<fr»init to rw^l iwrfles In interest 
In i^nse^iueiice of their failure to elect acceler* 
ated deprecistion prior to lOftt, by Betting 
more modest rutee uf return in r«.'cv«uitiua of 
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I Itn I 3. Tkt commission did not otherwise err. 

In the decisions before us the commis- 
sion ruled at to a number of points other 
than those already discussed; the petition- 
ing cities complain of several of these rul- 
ings. We have carefully examined both 
the petitioners' contentions and the record 
before the commission and find rra error 
calling for annulment other than that indi- 
cated above." (Pub.UiiI.Code. § 1757.) 
We dwell further on only one point which, 
because it relates to commission procedure, 
may recur. 

The petitioning Cities of Los Angeles and 
Long Beach (in S.F. 23237) complain that 
the commission erred in failing to abrogate 
General's entire tariff after we annulled 
Pacific's tariff in City and County of San 
Francisco v. Public VtUities Commission, 
supra, 6 Cal.3d 119, 98 Cal.Rptr. 286. 490 
P.2d 798. In order to show that the com- 
mission did not err, we briefly set forth 
the relevant chronology. 

When we disapproved the commission's 
order in City and County of San Francis- 
co, the commission had just filed a deci- 
sion incorporating a rate increase for Gen- 
eral Telephone, based in part on the same 
treatment of federal tax expenses which 
we held erroneous in the Pacific case. 
(Re General Telephone Co. of Cal., 72 
Cal.P.U.C. 652.) Upon learning of our de- 
cision in City and County of San Francis- 
co the cities which had app<-ared before the 
commission in the proceeding leading to 
the General decision, petitioned for a re- 
ktaring   which   the   commission   granted. 

(Decisions Nos. 79532 and 79367.) We 
subsequently annulled the entire rate based 
on the tax decision held erroneous in City 
and County of San Francisco. (City of 
Lof Angeles v. Public Utilities Commis- 
sion, supra, 7 Cal.3d 331, 102 Cal.Kptr. 313, 
497 P2d 785.) 

In granting rehearing the commission 
limited the issues to the question of tax ex* 
penscs and promulgated the previous tariff 
as an interim rate subject to refund if the 
commis!>ion subsequently found it erro- 
neous. After this rehearing (at which the 
commission did not consider annualiadju&t- MM 

ment), it effectively reaffirmed the interim 
rates as part of the permanent tariff. 

I'rom the previous discussion, it is clear 
that as a substantive matter the commis- 
sion erred in failing to consider annual 
adjustment.^ The petitioning cities also 
complain, however, that the conmiission 
erred in repromulgating the tariff under 
attack as an interim rate; by analogy to 
our action in Cify of Los Angeles they 
argue that the commission bore the duty to 
annul the entire rate. Because the rates 
suffered from the same failure to consider 
alternatives, they argue, both rateit must 
have been annulled. In this analogy be- 
tween our decision and the cominissiun ac- 
tion, however, lurks a fatal flaw. 

The key to the distinction between the 
two cases lies in the difference in the com- 
mission's power, on one hand, to reopen 
proceedings already final, and, on the other, 
to rehear a decision not yet final. In City 
of Los Angeles we annulled the tariff in 

lli« adOitlonal auurvc of coiiiial avstliible to 
the utilitira by virtue of tb« fedeml tax Uwi. 

We rul« ouly OD the aifailabititf of • mcOiod 
ol r«ai«diriiis m twrious iiroblrm iwrreived by 
the cuQimiMiiun, a meliiod WIITHM us«fuluuM tbe 
eomiuliwioit lucitly cotu'ciled. but wliirli It <le- 
dliietl to cuiuider, Kulcly biM*iiuMe tt l*elli:vei) 
llaelf iMjworkiM to iiu|il«!iiteut. 

43. A.* noted abort, wt: ilu not in no boldloc 
endonie or paMi u|>ou ih« II>KU1 uierite of the 
comulaiilofl'M iuter|tretalion uf the lUOO •meud- 
meniM to iltc luterual Ucvcnue Oxie BD<] the 
rcfutatioiM lulerpretiuf lb«m. 

44. Itecaune the coinmlaaloD took the ateiM Juat 
outlineil, we were not flailed u|iOu to ennui 
Ocneral'e rate m» we hail tliat of Pacific In 
CUjf and Countg uf tian Frattciaco. The 
coveriiiiiir law, liowever, warn cicfir fniiii that 
cajM, auil the cotiimiaaiou l«ure a <H>rr«.-MiMiiiding 
ainiilnr duly to cvnclder alteroalive iiielhoda 
of di-ahnv with Oriierura etx-untulalini; lax 
rveervca. Annual adjuntmeul wna iH^fore It 
In tlie (larallc-l procvi.ilinga after nnuulnteiit In 
the I'ucific CNee. which waa fih-d b«:(ure tite 
declaioii on  reheariuK in  the (jvnerul cuwe. 
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que&tion, in spile of the fact that the com- 
mission had reopened rate prcxrccdings un- 
der Public Utilities Code section 1708. 
That section, which we set forth in the 
margin,** permits the commission at any 
time to reopen procecdinf^ even after a 
decision has liecome final, as the commis- 
sion decision in City of ].os Anj^eles would 
have been had we not annulled. (City of 
Los AngeUi v. Public UlUities Commit- 
lion, tufra, 7 Cal.3d 331. 102 Cal.Kptr. 313. 
497PA1785.) 

In that case we explicitty based our an- 
nulment on the decision's finality: "It fol- 
lows that, unless the rate order now before 
us is annulled, it will become a lawful rate 
and that all funds collected pursuant to it 
would belong; to Pacific and not be subject 
to refund. [1|] In other words, we must 
annul the rate order now before us, because 
otherwise the ratc^ therein, which are based 
in part on (he annulled tax expense de- 
cision, will become lawful rates for the 
future and will preclude refunds.** (Id,, 
p. 338. 102 Cal.Rpir. p. 319. 497 P.2d p, 
791:    emphasis  added.) 

|i«i I [12,13) In the General case, on the 
other hand, the time for rehearing had not 
expired and the rate had not l>ccome final 
and lawful. The difference in effect stems 
from the difference l>etwccn Public Utili- 
ties Code section 1736," which provides 
for an order on rehearing, and section 
I7it8 which provides for reopening. The 
former procedure, which must take place 

within the time limits specified in section 
1731. and only in response to parties* re- 
guests, contrasts with the latter, which It 
merely a general authority for the commis- 
sion to reconsider something upon which it 
has previously ruled. Rehearing, unlike 
reopening, prevents an order previously 
made from becoming final. (See 5«/r v. 
Railroad Commission (1940) 15 Cal.2d 612. 
616, UK P.2d 38.) Because the commis- 
sion reheard the General case, its order did 
not become final, and it could promulgate 
an interim rate subject to refund. The 
commission's procedure in Decision 83778 
was therefore lawful although its substan- 
tive result must be annulled for failure to 
consider annual adjustment 

4.   Order. 

Because the commission has failed regu- 
larly to pursue its authority, the rales here 
under review may not stand in their entire- 
ty. (Pub.Util.Code, } 17S7.) Yet. because 
we have found error only in respect to the 
treatment of tax expenses, we need annul 
only the portion of the rate based on such 
error. Unlike the situation facing us in 
City of Los Angeles v. Public Utilities 
Commission, supra. 7 Cal.3d 331. 1(12 Cal. 
Rptr. 313, 497 P.2d 785, in which we noted 
that "[n]o basis appears to sever these 
matters from the increase of rates ordered 
by the commission, and it is not claimed 
that severance is possible** iid.^ at p. 3S4. 
102 Cal.Rptr. at p. 330, 497 P.2d at p. 802). 
the  commission   in   the   instant   case   has 

45 "Th* fomtnliotloii may at any tluM. u|ioii 
iM)ii4«   lo   tlio partiea.  aiiJ   wlili 
vi'liortuiiiljr tu b« Itenn) aa iirovldetl In llie 
4-uMtf of tviii)»liiiiil«. rviiditil. alter, or aniriul 
iiiiy uriler ur ikfiiiioii inaiU by It. Auy ortler 
rvMcliiiJiiii;, nitrriiix. or ameiiilliix • pflor ontar 
or (l^^pialoii •linll, wlieii Krrvctl U|H»U I1I« 
partiM, liBVv tilt* aame c(f«t-t aa uu orixinal 
unlcr ur ilvL-iHlud."    (Pub.Ulll.Co*l«. | 170H.) 

46. Sm.>tloii M2H\ rvaili In ita enllreiy •• fol- 
luwa: "If. afri^r aui-li rcltearini; and a cou- 
aiilerallon   uf   all   lli«   faeta,   ineludtof   tlioaa 

arlaiug lince tlie makliii of th* ordar or ded* 
aiuQ. Die conimtaHiou ia of Ilia o|»iukto that 
iliu uriflnal onler ur il«eiaion or auy i>art 
llwreof la lu any r«ap«i-t unjuai or unwar- 
rauroH. or abould KM irlianscd. tha coniinLaKion 
may abrofaie, cbaiije«. or moiltfy ic. Tba ord«r 
or ilrtrblou abrucaiiua, i-liana<nK, or Bodlfylof 
llw oriKJual order or ilccUiou absll bave tJ»« 
aatne furc« ami affei-t aa an original onlor or 
i^'iniuo. but aball uol uffeet nity right or lb* 
ciifuntimenl uf any rii{bt nrialiii: froiu or by 
vinuo of Iba origlaal order or d«elakia luilaai 
ao orfl«r«d by the cofnniLMMlou.*' 
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gone to wmc lengths to "set out the dollar 
effect of the adjustment to that if . . . 
(it is] found wrong ... the correct 
adjustment can readily be made." (Re Pa- 
cific Telephone and Telegraph (IP?'*) Cal. 
P.U.C. (Decision No. 83162, slip opn. p. 
64).) 

Not only such passages but also the com- 
mission's actions in these cases demon- 
strate the scverability of the tax related 

jiu aspecu of the rates before | us. Thus 
upon rehearing in the General case, 
the commission discovered that Cali- 
fornia taxes, unlike their federal counter- 
parts, were amenable to flow-through 
treatment and ordered appropriate refunds, 
thereby demonstrating the practicability of 
partial annulment. (Rt "General Telephone 
of California (1974) Cal.P.lj.C. (Decision 
No. 83778. slip opn. pp. 48-49).) 

In order, therefore, not lo interfere with 
those portions of the tariff in which we 
find no reversible error, we affirm the 
commission's order except insofar as it de- 
pends upon the erroneous treatment of tax 
expenses set forth above; as to that por- 
tion of the rale we annul. The commis- 
sion, on remand of this matter for further 
proceedings consistent with this opinion, 
shall expeditiously determine what posi- 
tion it will adopt with respect to the lax 
expense issue. (See Ci(y & County of San 
Francisco v. Public Vlilitics Com., supra, 
6 Cal.3d 119, 130-131, 98 Cal.Rplr. 286, 490 
P.2d 798.) Having ascertained this posi- 
tion, be it annual adjustment or some other 
alternative, including the possibility of a 
eooimensurate adjustment in the rate of re- 
turn, the commission shall provide for re- 
funds, if appropriate, lo the ratepayers of 
the difference between such a rate and the 
tariff reviewed herein. 

WRIGHT, C. }.. McCOMB, MOSK, 
CI^RK, and RICHARDSON, })., and 
TAYLOR,' }.. Assigned, concur. 
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J_Th« PEOPLE, PatlttMM', 

». 
Tk« SUPERIOR COURT OF MONO 

COUNTY, Rnpck^aat; 

OftU J. ZOLNAV at al., Raal 
Partial la lalartat. 

ft. F. 23310. 

Ruprenie Court of Callfomla, 
In Bank. 

Dec. IB. ID7& 
Re|)Darla( Denied Jan. 14, lOTO. 

The People petitioned for a writ of 
mandate seeking review of trial court's or- 
der granting defendants' motion lo sup- 
press their confessions as well as physical 
evidence seized following the confessions. 
The Supreme Court, Richardson, J., held 
that evidence seized as result of an un- 
lawfully obtained admission or confes- 
sion may be suppressed pursuant lo a 
section IS38.S motion seeking return of 
property or suppression of evidence, that 
one defendant's question or statement as 
to need for a lawyer constituted a suffi- 
cient invocation of right to remain silent 
and that although deputies then left defend- 
ants alone for five to ten minutes, with 
message that defendants could make the 
officers' jobs "easy or tough," defendant's 
subsequent statements to deputies were not 
independent and volunteered. 

Alternative writ of mandate dis- 
charged; petition for peremptory writ de- 
nied. 

Opinion, Cal.App., 121 CaLRptr. 162, 
vacated. 

I. Crinlaal Law «33S4.t(t) 
Evidence seized as result of an unlaw- 

fully obtained admission or confession may 
be suppressed pursuant to a motion to re- 
turn property or suppress evidence. West's 
Ann.Fen.Code, $ 1538.5. 

> Ai»l(ue<l by Ida Cbairman oC lli< Judicial CounciL 
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, j,»i I X The commusion did not otherwue trr. 

In the decisions before us the commis- 
sion ruled ss to a number of points other 
than those already discussed; the petition- 
ing cities complain of several of these rul- 
ings. We have carefully examined both 
the petitioners' contentions and the record 
before the commission and find no error 
calling for annulment other than that indi- 
cated above.«* (Pub.Util.Code, ( 1757.) 
We dwell further on only one point which, 
because it relates to commission procedure, 
may recur. 

Tlie petitioning Cities of Los Angeles and 
Long Beach (in S.F. 23237) complain that 
the commission erred in failing to abrogate 
General's entire tariff after we annulled 
Pacific's tariff in CUy and County of San 
Francisco v. Public Ulililiis Commission, 
supra, 6 Cal.3d 119. 98 Cal.Rptr. 286. 490 
P^ 796. In order to show that the com- 
mission did not err, we briefly set forth 
the relevant chronology. 

When we disapproved the commission's 
order in City and County of San Francis- 
co, the commission had just filed a deci- 
•ion incorporating a rate increase for Gen- 
eral Telephone, baaed in part on the same 
treatment of federal tax expenses which 
we held erroneous in the Pacific case. 
(Re General Telephone Co. of Cat., 72 
Cal.P.U.C. 6S2.) Upon learning of our de- 
cision in City and County of San Francis- 
co the cities which had appeared before the 
conunission in the proceeding leading to 
the General decision, petitioned for a re- 
hearing   which   the   commission   granted. 

(Decisions Nos. 79532 and 79367.) We 
subsequently annulled the entire rate based 
on the tax decision held erroneous in Ciiy 
and County of San Francisco. {City of 
Los Angvles v. Public Utilities Commis- 
sion, iupra, 7 Cal.3d 331. 102 Cal.Kptr. 313, 
497 P.2d 785.) 

In granting rehearing the commission 
limited the issuc« to the question of tax ex- 
penses and promulgated the previous tariff 
as an interim rate subject to refund if the 
commission subsequently found it erro- 
neous. After this rehearing (at which the 
commission did not consider annualiadjust- IIH 

mcni). it effectively reaffirmed the interim 
rates as part of the permanent tariff. 

From the previous discussion, it is clear 
that as a substantive matter the commis- 
sion erred in failing to consider annual 
adjustment.*< The petitioning cities also 
complain, however, that the commission 
erred in reproniulgating the tariff under 
attack as an interim rate; by analogy to 
our action in City of Los Angeles they 
argue that the commission bore the duty to 
annul the entire rate. Because the rates 
suffered from the same failure to consider 
alternatives, they argue, both rates must 
have been annulled. In this analogy be- 
tween our decision and the commission ac- 
tion, however, lurks a fatal flaw. 

The key to the distinction between the 
two cases lies in,the difference in the com- 
mission's power, on one hand, to reopen 
proceedings already final, afid, on the other. 
to rehear a decision not yet final. In City 
of Los Angeles we annulled the tariff in 

the •ddiiiooa) aouruA of catillal avalhible to 
lb* utilittM by viriu* of fbe rcderal tax lawa. 

We rule ODijr oo tb* availabilitp of a mttliod 
of remeUyiDg a aertoua prot>lrin percutved bjr 
the coiniQiuion, • mellioJ WII<M« uvefuluewi tbe 
coamiiwloii ImeHly I'oui'ctlml, but wliii-li tt da- 
diocd tu oooaider. aolely bccauaa It ballavetl 
Itadf powerleae to tuiplenwot. 

4S. AM noted above, we do nui ID «O holdioc 
aadorve or paaM upon the le^ul meriia of (ha 
commlaaioii'a lularprefalion of the lOtiO aiuaod- 
meota to tba Iiitoroal Itevaaue CVMI« aud iht 
reculaiioDa iuiar|ireilDf iham. 

44. ilecauae the i-unnnbaloD took tlia aleiai Juat 
outlined, we were not called upon to annul 
Oenaral'a rate aa we bad that of Pacific in 
Cilp and Comntg of San franoiaco. Tbe 
guveraiuK IHW, tiowever, wna clear from that 
caiHe. and the couiniiiialou boro a correHpoudiof 
ainiilar duly to i-uoaldcr alternative metbodM 
of dralinc wltb (lenerMra accumulatlnc tax 
reaervea. Aooual adjuatment waa before it 
In tJie parallel proceedlnga after aunulotent la 
tbe Pudfic t-aae. whl<4t waa filed bafure iLa 
ilcciaion OB rclieariuf In Iba General eaae. 
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question, in spite of the fact that the com- 
mission had rtopencd rate proceedings un- 
der Public Utilities Code itection 1708. 
That section, which we set forth in the 
margin,^ permits the commission at any 
time to reopen proceedings even after a 
decision has become final, as the commis- 
sion decision in City of Los Angeles would 
have been had we not annulled. (City of 
Los Angtlts v. Public Utilities Commis- 
sion, supra, 7 Cal.3d 331. 102 Cal.Kptr. 313. 
497P.2d785.) 

In that case wc explicitly based our an- 
nulment on the decision's finality: "It fol- 
lows that, unless the rate order now before 
us is annulled, it will become a lawful rate 
and that all funds collected pursuant to it 
would belong to Pacific and not be subject 
to refund, [{}] In other words, we must 
annul the rate order now before us, because 
otherwise the rates therein, which are based 
in part on the annulled tax expense de- 
cision, will become lawful rates for the 
future and will preclude refunds." (Id., 
p. 338. 102 Cal.Rptr. p. 319. 497 P.2d p. 
791;    emphasis  added.) 

jTiTj_[12,13] In the General case, on the 
other hand, the time for rehearing had not 
expired and the rate had not become final 
and lawful. The difference in effect stems 
from the difference between Public Utili- 
ties Code section 1736,** which provides 
for an order on rehearing, and section 
1708 which provides for reopening. The 
former procedure, which must lake place 

within the time limits specified in section 
1731. and only in response to parties* re- 
quests, contrasts with the latter, which is 
merely a general authority for the commis- 
sion to reconsider something upon which it 
has previously ruled. Rehearing, unlike 
reopening, prevents an order previously 
made from becoming final. (See Sale v, 
Railroaii Commission (1940) IS Cal.2d 612, 
616. 104 P^d 38.) Because the commis- 
sion reheard the General case, its order did 
not become final, and it could promulgate 
an interim rate subject to refund. The 
commission's procedure in Decision 83778 
was therefore lawful although its substan- 
tive result must be annulled for failure to 
consider annual adjustment. 

4.    Order. 

Because the commission has failed regu- 
larly to pursue its authority, the rates here 
under review may not stand in their entire- 
ty. (Pub.Util.Code, S ^7S7.) Yet, because 
we have found error only tn respect to the 
treatment of tax expenses, we need annul 
only the portion of the rate based on such 
error. Unlike the situation facing us in 
City of Los Angeles v. Public Utilities 
Commission, supra. 7 Cal.3d 331. 102 Cal. 
Rptr. 313, 497 P.2d 785. in which we noted 
that "[n]o basis appears to sever these 
matters from the increase of rates ordered 
by the commission, and it is not claimed 
that severance is possible" (id., at p. 354, 
102 Cal.Rptr. at p. 330. 497 P.2d at p. 802). 
the   commission   in   the   instant   case   has 

45. "Ttie com III IMM lull ittay iit any time, u|iou 
uulii-c to' tliu iHirlleM. and with 
o|>|iortuiiil.v to t>e lienril as iiruviUfd lu tlie 
CMS49 of fomi>l«lnu. rcsciiiil. niter, ur uiiiend 
any ortlrr ur ilitnitton inaile by it. Any order 
reMcindlnK. nltrrliig, or nineiiilfntf a prior order 
or d^-ixjoti iilitilt. when Nerved ti|N>u Uic 
jiHrtieM. tiBvo the Hwine effet-t ua iin uri|,'iiial 
order or declMton."    (Pub.Uril.CwIc, | 1708.) 

46. Hcfttou M'M rt-adN in (IM entirety aa fol- 
lowa: "If. uftrr nut-h rehearinK and a con- 
alilcration   of   all   llie   facia,   Incladbif   thoM 

ariMing aiiiui tlie makiiia of the order or ded- 
aiun. tha comniiaaioii la of lh« opluiun that 
the origiual order or decision or any part 
tlwr«uf ia In any rcii|>iH-C uojuac or unwar- 
ranted, or aliould ba c-banicd. the commiaatou 
may ebruKate. chanice. or modify it. Tlie order 
or iln-iaion abroKatlnK, i-hanKiuE. or modifylnf 
llw original order or deciaion aball hava tha 
aam« furt-e aud effect as an ori|[iDul order or 
dei-ialon, but Mball not affect any right or tha 
euforc-emeut of any right ariahig from or by 
Tirtue of tlia original order or derlatoit uuleaa 
ao ordarcd by the eomiKiaaioD.** 
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Mr. DANIELSON. YOU may proceed. 
Mr. CHANDLEH. Thank you, Mr. Chairman. First I would like to 

summarize the reasons that the California Public Utilities Commis- 
sion joins with you in the desire to create an early and binding mecha- 
nism for determination of utility tax benefit eligibility. 

Second, I would like to review the history of the California situa- 
tion. I think I can provide some information that the other witnesses 
omitted and give the subcommittee some additional perspective on the 
matter. 

Finally, I would like to address the A.T. & T. proposal for an addi- 
tion to H.R. 229, a provision for an injunction, which the commission 
vigorously opposes. 

We feel the adoption of a declaratory judgment mechanism would 
reduce uncertainty which works to the detrmient of regulators and 
companies alike. There can be absolutely no doubt that uncertainty 
over tax benefit eligibility can cause serious problems in the regula- 
tory process. I think the other witnesses have addressed very well 
some of the sorts of problems that can arise with respect to that un- 
certainty. We do have particular reservations to some of the pro- 
visions in H.R. 229, however. 

First, we would like to see a more clear statement in the legislation 
that it is limited to the tax implications of eligibility. Currently, there 
is language which refers to ratemaking provisions. 

Second, a clear statement that if the declaratory judgment would 
give rise to any additional relief, to a basis for any additional relief, 
that that additional relief be sought in the manner currently pre- 
scribed; that is, through the State courts, consistent with the long- 
standing Federal policy under the Johnson Act. 

Third, we feel any party to the ratemaking proceeding which gives 
rise to the declaratory judgment suit should be a necessary party to 
the declaratory judgment suit, and furthermore, that any party to the 
ratemaking proceeding should be able to bring a declaratory judg- 
ment suit. Since all parties to the ratemaking proceeding may be able 
to appeal to the State courts the ultimate ratemaking finding of a 
State commission, we feel it important that all parties be able to 
utilize any judicial mechanism that would be available. Since this 
would be an additional judicial mechanism, we would like to see all 
the parties to the ratemaking process have access to it. 

Finally, we would like a provision mandating the exercise of ad- 
ministrative rights by utilities in order to effectuate pleadings for 
declaratory juogment by nonutilities. Your bill currently permits the 
regulator to seek a declaratory judgment. However, the ability to do 
that is dependent upon the utility exhausting its administrative reme- 
dies. We want to insure that other parties who might want to seek 
declaratory judgments will not be barred from doing so by the failure 
of the utility to exhaust its administrative remedies. 

With those chanjres wp are eajrer to support the lecrislation. 
With respect to the situation which has arisen in California, T hope 

T can make the California commission somewhat less peculiar than 
some of the other witnesses have made it out to be by giving you some 
of the history. 

In 1968. and this part of the history is relevant, the commission 
adopted, with respect to Pacific Telephone, the same policy it had 
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with respect to the other utilities, which was endorsed by the State 
supreme court, and that is flow-through treatment. At that point there 
were no conditions on eligibility for tax benefits. Utilities were eligible 
for tax benefits regardless of the ratemaking and accoimting treat- 
ment that was used for the benefits. Unlike other California utilities, 
Pacific and General, chose not to elect accelerated depreciation rather 
than elect the benefits and flow them through. That is contrary to 
what the ratemaking body had asked them to do. So the public utilities 
commission announced it would set rates on a flowthrough basis and 
the utility chose not to elect the tax benefits, that was their own prob- 
lem. That action of the commission was upheld in the State supreme 
court. 

Mr. DANIELSOX. Was that the matter which was a decision based 
upon denial or review, or was that actually a decision ? 

Mr. CHANDLER. No; that was actually a decision. In 1!969 the Fed- 
eral law was passed conditioning eligibility on the adoption of the 
normalization method. At that point, Pacific and General indicated 
they wanted to elect accelerated depreciation. The commission said "all 
we can do is provide normalization because that is what the Federal 
law says." The case was appealed by some intervenors to the State 
supreme court, which ruled 7 to 0 that it was improper for the 
commission to give the utilities full normalization without seeking 
alternatives, since it was rewarding them for their "imprudence" in 
refusing to elect the benefits earlier. The matter was remanded by that 
7-to-O vote with instructions to set rates in a way that would be lower 
for consumers than under full normalization, and the supreme court 
specifically stated that the effect on eligibility should not bind the 
commission. In other words, if the commission wanted to adopt a 
method which denied the utilities eligibility, that would not be incon- 
sistent with California law. 

Those words of the California supreme court are included in the 
decisions which I have submitted to be included in the record. 

The commission responded to that by sayinc "no, we have to let 
them normalize." The case was again appealed to the State supreme 
court and a year later, in 1972, the supreme court said, 7 to 0 asrain, "no, 
we told you not to normalize," and remanded the ca<!e for a third time. 

On the third occasion, the commission said "we have to normalize. 
There is nothinjr else that we can do." In December 1975, again by 
a 7-to-O vote, the California supreme court, pointing back to its earlier 
decision, when it referred to the utilities imprudence, said "we do not 
want you to do that." At that point, the court specifically directed the 
commission to adont the averajje annual adjustment method of 
normalization, which was adonted in 1977. 

The 7-to-O decisions by the California supreme court were made dur- 
ing the last years of the tenure of Governor Reagan, not a period when 
the court was particularly noted for judicial activism, yet the deci- 
sions were 7 to 0 against the companies and the commission on the 
normalization method. 

I would like to emphasize that the court did not state that eligibility 
was a central matter. It was a concern, but not the central concern. 
When the commission adopted the average annual adjustment method 
in 1977, it sought to structure that method in such a way that it would 
be consistent with the normalization statute, so that the company could 
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elect the tax benefits and get the benefit of that, while accounting for 
them in a manner so that the utility customers would benefit as well. 
The basis of the commission's position is its method, is consistent with 
the statute, and I refer the committee to a January 1979 article in the 
Stanford Law Eeview which takes that position. That's a matter that 
has to be litigated. Were a declatory judgment mechanism available to 
test that earlier, then the commission would have known what the eligi- 
bility was. But under the terms of the remand order, it is unclear there 
was anything that could have been done by the commission. The reason 
the commission has opposed additional review in Federal court is that 
the commission feels the remand order of the State supreme court is 
the alpha and omega of the commission's authority, and regardless of 
any other determination, the commission is limited by what the su- 
preme court has told it to do. There are California precedents for the 
commission position in that respect. 

I think that probably provides a little more perspective on the posi- 
tion the commission has been in throughout the last 11 years in this 
case, and points to the fact that the declaratory judgment mechanism 
might have been interesting, but it is xmclear that it could or would 
liave made all that much difference. I think what the companies would 
like to do, and it is particularly from the A.T. & T. injunction provi- 
sion that I draw this understanding, is to provide a way for them to 
overcome the three decisions of the State supreme court which directed 
the commission to adopt the method currently being put into effect and 
to thereby negate a $300 million refund order of the commission. That 
is about $30 to $40 per household in California, by the way. 

The way they would seek to do that is basically a back door to what 
the company tried to do directly in 1969 but was rebuffed by the Con- 
gre.ss. The original normalization legislation, H.R. 6659, which 
A.T. & T. testified to in the Ways and Means Committee, provided that 
normalization must be adopted by Stat« commissioners. Chairman 
Mills rejected that, fearing that it would violate the 10th amendment 
provisions regarding State powers, and instead adopted the eligibility 
conditions. 

The only sort of real relief that could be obtained by a utility would 
to obtain an injunction which would stop the State commission's order 
and require the provision of tax benefits to the company as if the bene- 
fits were the property of the company. That sort of provision we op- 
pose, the reason being we think Congress was clear in making eligibil- 
ity requirements and that a back-door mechanism such as an injimction 
should not be used to mandate normalization, when a loss of eligibility 
is, as Mr. Dalenberg pointed out, perfectly proper under the law. That 
sort of injunction mechanism would be a great interference in the tra- 
ditional prerogatives of the States to set rates. I think that goes back 
to the separation of powers between Federal and State governments 
it goes back to the founding of the country, and certainly it goes back 
4.5 years to the congressional enactment of the Johnson Act, which 
.states that the di-strict courts shall not suspend, enjoin, or restrain 
State ratemaking except for several limited exceptions which have 
been construed narrowly. Tliat sort of injunction provision is therefore 
reprehensible to State ratemaking since it would have a direct effect 
on rates. We share the desire for an early determination of eligibility. 
We object to the creation of a judicial mechanism violating the 10th 
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amendment and taking away the traditional prerogatives of States as 
to State ratemaking. 

Mr. DANIELSON. Thank you. 
Mr. McClory of Illinois ? 
Mr. MCCLORT. Thank you very much. I am a little puzzled about 

your goal here. You do not state what your position is. Are you an 
officer, or counsel, for the California commission ? 

Mr. CHANDLER. I am not on their payroll currently. I worked for the 
president of the commission for 2 years and I was asked by the com- 
mission to testify, and I testified at their request alone. 

Mr. MCCLORY. You must have represented some other interest in at 
least part of this. 

Mr. CHANDLER. The commission is the only interest in respect to this 
case that I have ever represented. 

Mr. MCCLORT. You have not represented any of the consumer groups 
or other interests ? 

Mr. CHANDLER. Never anybody who is a party to this case. 
Mr. MCCLORY. Are you a former employee of the commission ? 
Mr. CHANDLER. I am on leave right now, but will be returnig to them 

shortly. 
Mr. MCCLORT. YOU are not employed by anybody else now who is 

interested in this proceeding? 
Mr. CHANDLER. NO. 
Mr. MCCLORT. Are you a volunteer here today ? 
Mr. CHANDLER. I am; a little pro bono work. 
Mr. MCCLORT. At your own expense ? 
Mr. CHANDLER. At my own expense completely. 
Mr. MCCLORT. I think really the key element in your testimony, as 

fai' as your support of declaratory judgment proceeding, is that which 
would permit intervention by what you call consumer groups, the 
League of Cities and other private groups. Without that kind of in- 
tervention, you would not want to support this legislation. 

Mr. CHANDLER. It is not a question of additional intervention, it is 
R question of taking parties who are already in the process of deter- 
mining rates in a given case and making sure they are parties to the 
entire process. 

Mr. MCCLORY. The utilities interest is the tax determination. They 
want a determination as to depreciation, as to investment tax credits, 
and that sort, of thing. Now, I have never heard of a proceeding between 
tlip IRS and the taxpayer in which you have intervention by con- 
sumer groups and States attorneys or attorneys general. 

Mr. CHANDLER. YOU are providing for the participation by the rate- 
making body. The principle is the same. The basis for the participation 
of such groups in the ratemaking process is that they represent the 
rate payer and that in any matter affecting rates, the ratepayer's voice 
deserves representation. As Mr. Dalenberg and Mr. Hart have so well 
pointed out, tax status effect rates. It is important that those rate- 
payer interests be represented in a declaratory judgment suit as well 
as in the remainder of the regulatory process. 

Mr. McCiX)RT. So, while they envision this as a proceeding involving 
a tax liability or tax benefit, you regard this as an extension of the 
ratemaking procedures that have been pending ? 

Mr. CHANDLER. It'is a matter which affects rates, and that is the basis 
for that provision. 
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Mr. MCCLORY. YOU mentioned a $300 million refund. That is the 
first time I have heard about that in this proceeding. Have you any 
interest in that ? Do you represent any consumers ? 

Mr. CHANDLER. I am a Pacific Telephone subscriber. That's my only 
interest as a consumer. 

Mr. MCCLORY. YOU are not a part of a class action ? 
Mr. CHANDLER. NO. 
Mr. MCCLORY. Are there private counsel employed in a class action ? 
Mr. CHANDLER. Not that I am aware of. There may be such a suit, 

but I am not aware of it. 
Mr. MCCLORY. IS there anything further you would like to explain 

to me as far as your interest in this proceeding, because I continue 
to be somewhat puzzled by a volunteer coming here to represent a 
State regulatory agency at his own expense. It is a unique experience 
tome. 

Mr. CHANDLER. Perhaps a little more detail with respect to my em- 
ployment by the commission will be helpful. From July 1977 until 
.Tune 1979, I worked for the president of the commission, for Presi- 
dent Robert. Batinovich, until January 1979; and when he was re- 
placed at that time by President John Bryson, for Mr. Bryson T 
worked particularly on tliis issue for those individuals and when this 
hearing was scheduled, the individual who would have been most likely 
to come testify was Commissioner Gravelle. He was unavailable. I was 
discussin<r the hearing with him and advised him I knew it was going 
to be happening, and he and Commissioner Bryson suggested that I 
represent the commission here today. 

Mr. MCCLORY. YOU feel you are representing the consumers of 
California? 

Mr. CHANDLER. I represent the commission. The position I stated 
was the position that the commission has taken throughout on this 
matter. A letter was sent to the Treasury Department which I will be 
happy to include—it was also sent to the subcommittee, I believe—on 
this matter some months ago, which takes the same position which I am 
taking today. 

Mr. McCr-ORY. If we did not provide in the legislation for interven- 
tion, which I think would be a new wrinkle in the law, would you still 
favor this legislation? 

Mr. CHANDLER. I would be happy to consult with the commissioners 
and provide a letter. T cannot speak for the commission on a question 
such as that. I think it is a matter viewed importantly by the commis- 
sion. 

I would like to emphasize that we do not view it as additional inter- 
vention. The reason we think it important to include the other parties 
is that these cases before the California Supreme Court were in a cou- 
ple of cases broucht against the commission when the commission pro- 
vided for normalization by such groups. It would be valuable in deal- 
ing with their appeals of the commission's findings if they were party 
to the declaratory judgment suit. I think it would obviate the need for 
additional appeals. 

Mr. MCCLORY. YOU do not have any fear that the dilemma in which 
the utility company finds itself in would jeopardize the furnishing of 
service to California customers ? 
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Mr. CHANDLER. AS Mr. Dalenberg pointed out to Representative 

Barnes, the company has accounted for the possibility of paying those 
taxes in its books already. 

The bulk of the funds were funds collected, as Mr. Dalenberg 
pointed out, under a normalization order and put into a deferred tax 
reserve for repayment to the Treasury. 

Mr. MCCLORY. I understand that. That is the reason for this legisla- 
tion, the investment tax credit and the depreciation allowances are 
provided for under the tax laws but not at the time at which a rate- 
making process is developed and applied. 

I do not have any further questions. 
Mr. DAXIELSOX. I wish to expand on your status here. In your state- 

ment, you say you are speaking for the California Public Utilities 
Commission and also you speak on behalf of the people of California. 
Taken at face value, that is a broad statement, and I am dismayed 
that the nature of your relationship was not made eminently clear to 
this committee before. 

A while ago you said you did work for the president of the com- 
mission. When was that period of time ? 

Mr. CHANDLER. I began on July 5, 1977, and I concluded on June 1, 
1979, and will be beginning on September 1,1979. 

Mr. DANIELSON. Do they know you are here today? 
Mr. CHANDLER. Yes; they do. As regards the statement regarding 

the people of California, that is in there at the request of Commis- 
sioner Gravelle, who asked me to make sure it is known that when 
the commission speaks, it speaks for the State and the people of 
California. That came directly from the commissioner. 

Mr. DANIELSON. We have a two- or three-layer orally constituted 
agency here. 

One more thing, you say you worked for the president of the com- 
mission. On his personal staff ? Did you work for the president of the 
commission or the commission? 

Mr. CHANDLER. They are one and the same. I was on his personal 
staff but paid by the commission. I was attached to the policy and pro- 
gram development unit. 

Mr. DANIELSON. You were then an employee of the California Public 
Utilities Commission ? 

Mr. CHANDLER. Yes, and I will be. The reason I am not employed 
there now is, there was a typical foulup which the State of California 
has many times with personnel  

Mr. DANIELSON. Not many times, that is why I am asking you the 
question. You have the burden of proof. 

Mr. CHANDLER. If my own case is any example, I will have plenty. 
It was a necessity because of the personal rules that I take a 3-month 
leave of absence. As a result I am on leave and will be rehired. 

Mr. DANIEI^ON. Thank you. 
Mr. Barnes of Maryland? 
Mr. BARNES. WTien I was a member of the Maryland Public Service 

Commiasion I had occasion to work with the California Public Utilities 
Commission and the president was ^Ir. Batinovich and I know Mr. 
Chandler was employed with the president working on this issue and 
other issues, because I had occa-siion to meet Mr. Chandler when he 
was from time to time in Washington, and he was sometimes here with 
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President Batinovich so I know lie is wliat he purports to be this 
morning at this hearing. And I also know the reason he is on leave of 
absence from California is that he has had an opportunity to take an 
interesting high-level internship in the executive branch of the Federal 
Government. And I suppose they decided to ask Mr. Chandler, who is 
already in Washington, to appear here this morning. At least that is 
my understanding. 

Mr. DANIELSON. I thank the gentleman for setting the record 
straight. 

Mr. BARNES. What is the assessment of the commission with respect 
to the implications as to loss of revenue ? What are the other companies 
doing ? Could you give us the commission's perspective on the financial 
implementations ? 

Mr. CHANDLER. Pacific and General are the only companies covered 
by this particular order with respect to normalization. I might point 
out that since the present commission started taking office at tne begin- 
ning of 1975, the price of Pacific Telephone stock has risen by 16 per- 
cent ; in the last year alone the price of A.T. & T. stock has dropped 
by 15 percent. 

The commission is committed to maintaining the financial health 
and viability of all the utilities in California. 

I have a variety of investment research summaries of utilities which 
talk about the financial health of California utilities and urges people 
to buy their stock. 

In relation to the particular situation Pacific Telephone finds 
itself in now, we feel substantial reserves have been accumulated 
through the collection of revenues under normalization and that those 
reserves were intended to be paid to the Government that the IRS 
generally allows for repayment over an extended period of time; and 
furthermore, if there is any shortfall which threatens the financial 
health of the company or threatens telephone service of Califomians, 
that that obviously will be made up for. The commission is committed 
most of all to adhering to the law and as has been pointed out by Mr. 
Dalenberg, it is certainly not a violation of the law to be ineligible for 
tax benefits; again, however, we don't feel these companies will be 
ineligible. 

The Supreme Court of California has told us three times it would 
be a violation of the law to provide the company with full normaliza- 
tion. We are doing our best to walk a very narrow line, and I can 
assure the subcommittee that the commission will not allow the tele- 
phone service of Califomians to deteriorate because of this situation. 
We feel equally strongly with the other witnesses that it is an unfor- 
tunate position to be in. That is why we are here to support the concept 
of the declaratory judgment mechanism and feel that had it been 
available in the past, the State supreme court might have given addi- 
tional consideration to the method we have chosen but it is our posi- 
tion and we believe that method will be upheld, but it would have been 
nice to have known earlier. 

Mr. BARNES. Assume the legislation passes, with or without the in- 
junction provision, and the company is found ineligible in a suit for 
declaratory judgment, what would the response of the California 
Commission be ? 

Mr. CHANDLER. Well, once again, the State supreme court's order did 
not focus on the eligibility issue. They said it was something to be 
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taken into account by the commission, but it was not the central thing 
to worry about. The position of the commission has been in the past 
that we are bound by the terms of our remand order, 7 to 0, by our 
State supreme court. 

I share with Mr. Dalenberg the sentiment that the legislation may 
not be applicable to the current situation. But that has teen the posi- 
tion of the commission in the past. If there is any change in that posi- 
tion, I will inform the subcommittee. 

Mx. BARNES. What could have been done to avoid this in the judg- 
ment of the commission? How could this whole thing have been 
avoided, because it is clearly a serious problem for the company, for 
the ratepayer. 

Mr. CHANDLER. It is a difficult question. A lot of it has to go back to 
that point in 1968 when the company refused to elect tax benefits, a 
move the State supreme court described as "imprudent," and charac- 
terized their conduct as "obstinate." From then on, the matter imfolded 
as in a Greek tragedy. We are working, we are hopeful, and all over, 
efforts and energies are focused on retaining eligibility. 

But the whole impasse has developed because of the company's reac- 
tion at that time which led to the remand orders. I think one reason 
we have a problem with respect to the BeU company in this matter and 
not with respect to, for instance, our energy utilities, is because those 
energy utilities are California companies, whereas A.T. & T. obviously 
has a national interest in these tax benefits and is willing to sacrifice 
the interest of the California operating company and the California 
ratepayers for the sake of their national position, and that was the basis 
of tlieir 1968 decision not to accept tax benefits, and that is what 
brought them into conflict with the law of California. 

Mr. DANIELSON. Mr. Kindness of Ohio. 
Mr. BJNDNESS. I would like you to be more specific, not having done 

my homework on part of this, on sugg;estions made in behalf of the 
commission. Objection No. 1, that section 2202(a) of the bill is not 
clearly limited to the eligibility, and in particular, objection is made as 
to the ratemaking legislation. 

It has been my impression 2202(a) is the eligibility section. 
Mr. CHANDLER. We are not sure what the impact of the present lan- 

guage would be. What we would like to see is a clear statement that the 
declaratory judgment would be made only with respect to the eligibil- 
ity. I think that was the intent of the chairman in the drafting of the 
bill and I think what we are proposing is consistent with what is prob- 
ably in the bill currently; we just prefer to have it spelled out. 

Mr. KINDNESS. I have what is bemg considered as a proposed amend- 
ment which would cause that language to read—"or any ratemaking 
method or order affecting a public utility's eligibility for tax benefits 
conferred by such sections". 

Would that seem to come closer to what the commission would 
prefer? 

Mr. CHANDLER. I would like to look at it written down. 
Mr. KINDNESS. But while you are here, I would like to pin this down. 
Mr. CHANDLER. NO; I do not think that goes directly to it. WTiat 

would go directly to it would be to say—"declaratory judgment with 
respect to the eflfect of any ratemaking method or order on a public 
utilities eligibility for tax benefits conferred by such sections." 
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I will be happy to provide that to you later, those suggestions, write 
them down in a form the committee can work with. This amendment 
you have provided me with seems to broaden the proivision to include 
any ratemaking order affecting eligibility rather than to merely cover 
the eligibility issue, as it arises under an order. 

Mr. KINDNESS. I understand the point you are making. It seems to 
me to be a valid one, but I have not, as I say, done my homework on 
this. I thought the language in the bill—at first I thought it had pro- 
vided a narrower area of focus. But I see your point and we would 
appreciate any fuither language refining that you might have to offer. 

Mr. CHANDLER. I will be happy to provide that. 
Mr. KINDNESS. I want to yield to the gentleman from Illinois. 
Mr. MCCLORT. I want to clear up one thing. My colleague, Mr. 

Barnes, suggested you were here in Washington in some executive 
branch capacity. Would you identify for us what your official position 
is? 

Mr. CHANDLER. I would be happy to. As I said, I would not be here 
if it were not for the personnel foulup with respect to the 3-month 
period. Presently, I am working for the Council on Wage and Price 
Stability in an area unrelated to this issue. 

Mr. MCCLORY. YOU are on leave of absence from there in order to 
testify in behalf of the California Commission today? 

Mr. CHANDLER. I am. 
Mr. DANIEI-SON. I have one point to cover only. There is in being a 

controversy between the California Public Utilities Commission, Pa- 
cific Telephone, and possibly some other utilities. It is a controversy we 
have been discussing here this morning. If this bill were to pass in any 
form, but preserving the declaratory judgment feature, it would have 
a retroactive effect, I would imagine, or could have, for the purpose of 
resolving that dispute. 

Am I correct so far ? 
Mr. CHANDLER. The commission's position has been that we are 

bound by the remand order of the State supreme court. 
Mr. DANIELSON. My question was. if this bill were to pass and were 

to provide for declaratory relief, would it not have retroactive effect 
insofar as the exi.sting dispute between California Public Utilities 
Commission and Pacific Telephone is concerned ? 

Mr. CHANDLER. I am afi-aid I do not understand  
Mr. DANIELSON. I am referring to the difference of opinion of the 

California Public Utilities Commission, their interpretation as to how 
these tax laws should apply. There is an existing controversy. Would 
it not apply to the existing controversy ? 

Mr. Cn-VNLDER. The Commission has not taken a position on that 
issue. 

Mr. DANIELSON. Have you an opinion ? 
Mr. CHANLDER. My personal opinion ? 
Mr. DANIELSON. Yes, the only one you have. 
Mr. CHANDI-ER. T am not at all sure what the impact would be. 
Mr. DANIELSON. Tlien taking the same question from a different 

point of view, do you anticipate if this bill Ix^came law and the remedy 
became applicable, that it would have any remedy in the future? 
Starting in 1983, obviously you cannot see that far ahead. But do you 
suppose there would be any occasion to utilize this declaratory judg- 
ment in the future ? 



108 

Mr. CHANDLER. With respect to Pacific Telephone ? 
Mr. DANIELSON. With respect to Pacific Telephone, Greneral Tele- 

phone, or any of the other utilities operating in California. 
Mr. CHANDLER. We feel it would be a valuable mechanism and it 

would be useful in California for determining the effect on eligibility 
of various ratemaking methods. 

Mr. DANIELSON. You feel it would have some value in controversies 
which have not arisen but which can be reasonably expected to arise 
in the future ? 

Mr. CHANLDER. With the exception of the matter involving the tele- 
phone companies which was subject to a remand order from the State 
supreme court, on which I have no position. I think it would. 

Mr. DANIELSON. Thank you. I have no other questions. 
Thank you very much. And thank you sir for your testimony. 
Our next witness is the National Association of Regulatory Utility 

Commissioners representative, Mr. Paul Rodgers, admmistrative direc- 
tor and general counsel of the NARUC. Without objection your pre- 
pared statement will be made part of the record. 

TESTIMONY OF PAUL EODQERS, GENERAL COUNSEL, NATIONAL 
ASSOCIATION or EEGULATORY UTILITY COMMISSIONERS, AC- 
COMPANIED BY MARGO JAMES, DIRECTOR OF CONGRESSIONAL 
RELATIONS 

STATEMENT OF THE NATIONAL ASSOCIATION OF REGCIJITOBY UTILITT COMMISSIONERS 
ON H.R. 229 

SUMMABT STATEMENT 

The National Assocatlon of Regulatory Utility Commissioners (NARUC) wit- 
ness will be Paul Rodgers, Administrative Director and General Counsel of the 
NARUC. 

In Mr. Rodgers' Statement, he will not support nor oppose H.R. 229 at the 
present time because the NARUC membership lias not yet bad an opportunity to 
develop a position on it. 

However, Mr. Rodgers will oppose an A.T. & T. amendment to H.R. 229 pro- 
viding for Federal judicial stays of State ratemaking orders in certain tax 
controversies. 

In the statement, Mr. Rodgers will discuss the Johnson Act, its history, pur- 
pose, and the changes that the A.T. & T. amendment would make. In addition, 
the NARUC officer will demonstrate the detriments the A.T. & T. amendment 
would have on State ratemaking, concluding that passage of the amendment 
would push State regulation to a pre-1934 position of the Federal judiciary act- 
ing as rate-setters. 

Dear Mr. Chairman and members of the subcommittee: My name is Paul 
Rodgers, and I am Administrative Director and General Counsel of the National 
Association of Regulatory Utility Commissioners, commonly know as the 
"NARUC." Accompanying me today is Margo James, NARUC Director of Con- 
gressional Relations. 

The NARUC Is a quasi-governmental nonprofit organization founded in 1889. 
Within its membership are the governmental agencies of the 50 States, the Dis- 
trict of Columbia, Guam, Puerto Rico, and the Virgin Islands, engaged In the 
regulation of carriers and utilities. The mLssIon of the NARUC Is to serve the 
consumer Interest by seeking to Improve the quality and effectiveness of public 
regulation In America. 

The members of the NARUC appreciate this opportunity to make their views 
known on H.R. 229, a bill to amend title 28, United States Code, to provide for 
a declaratory judgment In certain cases involving public utilities. 

At the outset, the NARUC must stress that we do not support nor oppose H.R. 
229 at the present time because our membership has not yet had an opportunity 
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to develop a position on It. This Issue will be considered on August 15 and 16, 
when the NARUC executive committee convenes for its summer meeting. 

However, the Association does oppose the proposed A.T. & T. amendment num- 
ber four to the Johnson Act, 28 U.S.C., Sec. 1342, which states: 

4. Amend section 1342 by substituting "(a) Except as provided in subsection 
(b), the" for the first word "The," and adding new subsection (b) as follows: 

"(b) In connection with any action brought under Section 2203, a district 
court may enjoin, suspend or restrain the operation of any ratemaking order 

creating the controversy only until such time as the ratemaking body which is 
a party to the action shall have issued a subsequent ratemaking order." 

The Johnson Act has a history that dates to the early days of public utility 
regulation in America. 

Prior to the Johnson Act of 1934, the utilities under the Judicial Code' had 
the right to appeal State commission rate decisions directly to the Federal courts 
on the alleged grounds of confl.scatlon. This right of appeal allowed Federal 
District Courts to retry the utility rate cases, develop a new record, and ignore 
the State commission findings of fact and conclusions of law. In effect, it trans- 
ferred the power of ratemaking to the Federal judiciary. 

Besides the obvious jurlsdictional problems caused by such a procedure, direct 
appeal to a Federal District Court by a utility led to many practical deficiencies 
in commission regulation. Such procedure impeded, delayed, and, in many in- 
stances, prevented State regulatory bodies from reforming their structure. De- 
lays of as much as 11 to 15 years were quite common." 

In an effort to protect State jurisdiction and to improve the regulatory process, 
the NAKUC supported legislation in the form of the Johnson Act as an amend- 
ment to the Judiciary Act. Approved by President Roosevelt on May 14, 1934,' 
the Johnson Act amended Section 24 of the Judicial Code' with respect to the 
jurisdiction of the U.S. District Courts over suits relating to orders of State ad- 
ministrative boards. The amendment abrogated the jurisdiction of lower Federal 
courts where an order of a State commission affected rates charged by a public 
utility; did not interfere with interstate commerce; was made after reasonable 
notice and hearing; and was appealable in the State courts. 

The Johnson Act greatly stabilized the State ratemaking process. 
The A.T. & T, amendment in question would severely curtail the operation of 

the Johnson Act by allowing, in certain cases pertaining to Federal taxes, the 
Federal courts to interfere with the State regulatory process. 

In addition, the A.T. & T. amendment is unnecessary because the rendering of 
a declaratory judgment by the Federal district court would determine the legal 
rights of the parties. Hence, there Is no need to permit further Federal judicial 
intrusion into the State ratemaking process. 

Thank you for your attention. 

Mr. RoDGERS. The National Association of Regulatory Utility Com- 
missioners is especially proud of Congressman Barnes. We are pleased 
he has gone on to greater things and is doing such fine things here 
in Congress. He was a mem^r of the Maryland Public Service 
Commission. 

The NARTTC has not had a chance to take a position on H.R. 229. 
However, our executive committee is meeting in San Francisco August 
16-16 and we will formulate a position on the bill at that time. We are, 
however, concerned about one of the A.T. & T. amendments which 
does conflict with the position of the NARUC. tliat is, the amendment 
which would permit the district court to restrain the operation of a 
ratemaking order prior to the issuance of a declaratory judgment. We 
believe this would open up a Pandora's Box. We feel that this problem 
was solved in 1034 with the passage of the Johnson Act. 

The ,7ohn=on Act wns introduced and passed at the request of the 
NARUC, at that time. It is named after Senator Hiram Johnson. Prior 

' .IiidlHnrv Apt of 17Sn. Sent. 24. 17sn. eh. 21, 1 Stat. 73. 
»SPC yeir York Telrnhntie Co. v. UaltHe. ct al.. 291 TT.S. B45. 7a I,.K(1, 1041. M S.Ct. 

44S (litaA) : Smith v. IlUnoin Bell Telephone Co.. 282 U.S. 133, 76 L.Ed. 255, Til S.Ct. 65 
nO.SOK 

» Johnnon Act. Mav 14. 1fl34. rh. ZM. 4R Stnt. 775. 
« Mnr .1. 1911. c. 2.'?1 i 24. par. 1. 36 Stnt 1091 ; 28 U.S.C. i 1342. 
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to the act the right of appeal allowed the Federal district courts to 
retry rate cases, and ignore findings of fact and conclusions of law. 

We understand that A.T. & T. has proposed a more watered-down 
amendment and we are very pleased to see this morning that Mr. Dal- 
enberg of Pacific Telephone has indicated that the amendment is not 
crucial. We think that when the Federal district court issues a decision 
it will be obeyed. Therefore we believe this kind of amendment is 
excess baggage. We are certainly glad to see that Pacific Telephone has 
backed off this type of amendment. We hope this will also satisfy the 
committee. 

We have in addition brought this legislation to the attention of our 
membership. We have with us a brief letter from the New York Pub- 
lic Service Commission, Arkansas Public Service Commission, and the 
Maryland Public Service Commission, which we would like to offer for 
iuFcrtion in the record. 

Mr. DANIELSON. Is there objection? Hearing none, they will be 
received. 

[The information follows:] 
STATE or NEW YORK, 

PUBLIC SEBVICE COMMISSION, 
Albany, N.Y., July 18, 1979. 

Mr. JOEL RABINOVITZ, 
Office of the Assistant Secretdry for Tax Policy, U.S. Department of the Treasury, 

Washington, D.C. 
DEAB MB. RABINOVITZ : I am writing concerning H.R. 229, a bill that would per- 

mit federal courts to Issue declarator.v judgment concerning controversies with 
respect to specified sections of the Internal Revenue Code that bear on ratemaking 
for public utilities. In my view, the purpose of the bill is desirable and important, 
but the bill as Introduced can be improved upon. I also understand that the Amer- 
ican Telephone and Telegraph Corporation is proposing certain amendments to the 
bill, at least one of which I consider to be highly objectionable. 

The sections of the Internal Revenue Code at issue—26 U.S.C. S 46(f), 167(1), 
and ie7(m)—are those under which the utility may lose certain tax benefits If its 
rates are set in a manner other than that specified in the statute. A celebrated in- 
stance of this phenomenon has occurred in California, where AT&T may lose 
considerable tax advantages as a result of certain actions taken by the California 
Public Utility Commission. As a general rule, we believe it Improper for the Fed- 
eral tax code to interfere In this way with the State regulatory process. More- 
over, it can be well argued that these restrictions on State commissions impede, 
rather than advance, their goal of fostering Investment in public utilities. (I have 
attached, for your Information, a copy of a letter I wrote some time ago to Repre- 
sentative Rangel outlining this argument.) But as long as these sections of the 
code are not amended, I think it highly desirable that declaratory judgments be 
available as a means of dispelling any doubt about the effect on a utility's tax 
posture of particular ratemaking decisions. I therefore support. In principle, 
H.R. 229. 

Under the bill, the only parties authorized to seek a declaratory ruling are 
the public utility and the ratemaking authority. This restrictiveness, I believe. Is 
unwarranted. Intervenors In rate cases often advocate a particular rate treatment, 
and regulatory commissions frequently heed their recommendations. Accordingly, 
any party who has intervened and submitted testimony in a rate case should, I 
believe, be authorized to seek a declaratory judgment concerning the tax conse- 
quences of its recommendations. Of course, the public utility, the regulatory com- 
mission, and the Secretary of the Treasury should be joined as parties to the 
action. 

Finally, I note with concern AT&T's proposed amendment to empower the Fed- 
eral court before which a declaratory judgment is sought to "enjoin, suspend, or 
restrict the operation of any ratemaking order creating the controversy." This 
would constitute, in my view, improper interference with the State regulatory 
process. A means for resolving these controversies, should be available; but a 
State commission should. I believe, remain free to conclude that other considera- 
tions warrant Imposing on the company the risk of losing the tax benefits In 
question. 
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If you wish to discuss our views on this subject further, please feel free to call 
or write to Peter H. Schiff, our general counsel; Eric A. Leighton, the director of 
our office of accounting and utility finance; or Joel A. Linsider, my executive 
assistant. 

Sincerely, 
CHABLES A. ZIELINBKI. 

Enclosure. 

ABKAITBAB PTTBLIC SERVICK COMUISSION, 
DEPABTMENT OF COMMEBCE, 
Little Bock, Ark., June 18.1979. 

Mr. DENNIS DRABKIN, 
Office of the Assiitant Secretary for Taa Policy, 
Department of the Treasury, 
Washington, D.C. 

DEAR >IB. DBABKIN : A copy of H.R. 229 has recently come across my desk. 
Accompanying it was a letter saying that I should direct any comments to you. 
By basic comment is, this is not wise legislation. 

This legislation just establishes another way to add to the already oversized 
caseload of U.S. District Courts. There is no special reason to accomplish that 
addition, since it cannot plausibly be argued that United States District Judges 
have greater competence in interpreting the Internal Revenue Code than do 
State court judges, or, for that matter, than do public utility commissioners. 
The bill further disregards normal Federal jurisdlctional principles involving 
abstention and exhaustion of administrative remedies. Finally, H.R. 229 pro- 
vides a method for subverting the normal appeal process which, when Interpre- 
tation of federal statutes is involved, of course includes the U.S. Supreme Court 
These problems I can recognize as a lawyer who has some experience in Federal 
practice. 

As a member of this commission, I can recognize H.R. 229 as an attempt by 
AT&T to accomplish legislatively what has for good reason eluded it admin- 
istratively and judicially. In short, this is just one more bad Bell bill. 

Yours very truly, 
N.M. NoBTON, Jr., Chairman. 

STATE OF MABTLAND. 
PtJBUc SEBVICE COMMISSION, 

Baltimore, Md., July 2B, 1979. 
Mr. JOEL RABINOTTTZ, 
Office of the Assistant Secretary for Tax Policy, 
V.8. Department of the Treasury, 
Washington, D.C. 
Re: H.R. 229 a bill proposing to amend title 28, United States Code, to provide 

for a declaratory judgment in certain eases involving public utilities. 
DEAB MR. RABINOVITZ : After a brief review of H.R. 229, it appears that there 

is a need of some clarification in the bill particularly with respect to the extent 
of the Federal courts review of the State's rate making decision, and to any 
Btay of State commission orders. The possibility of a stay of a commission order 
until resolution of a  Federal action could be detrimental. Furthermore, this 
could provide the opportunity for improper use of this action. 

Very truly yours, 
THOMAS J. HATEM, Chairman. 

(By RONALD E. HAWKINS, 
Executive Secretary). 

Mr. RoDOERS. That concludes my statement, Mr. Chairman. 
Mr. DANIELSON. Mr. Barnes. 
Mr. BARNES. I will forego the opportunity. Let me just thank Mr. 

Eodgers for his very land comments. I am not still a member, am I? 
Mr. RoixjERs. Yes, you are, once you are a member, always a member. 
Mr. BARNES. I want the record to show I have a parochial interest. 
Mr. DANIELSON. WC are glad to have you here, too, Mr. Barnes. 
Mr.]\rcrior\'? 
Mr. MCCLORT. After your executive meeting, you will communicate 

with the subcommittee? 
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Mr. RoDoists. Yes, sir. 
Mr. MCCLORY. I understand yoiir position about the injunction pro- 

vision. Would you not likewise anticipate opposition of membership 
to the intervention of others in the proceeding because that would, in 
a sense, supersede or duplicate proceedings that you would have in the 
regulatory commission ? 

In other words, as I envision the IRS declaratory judgment pro- 
ceeding, it is to det€rmine tax liability for purposes of establishing 
figures or taxes. To include other interests, consumer interests or what- 
ever interests that might be involved in such a proceeding would— 
well, it would impinge upon the role of the regulatory commission. 

Mr. RoDOERS. Yes, sir; and I do not think the amendment is neces- 
sary, because when a Federal court issues a declaratory judgment, it 
is goinjr to be obeyed. 

Mr. MCCLORT. Thank you very much. 
Mr. DANTELSON. Mr. Kindness of Ohio. 
Mr. KINDNESS. I will reserve judgment as to how happy we are to 

have you here after we receive information as to your position on this 
bill. 

I say that facetiously, but we do appreciate your participation. 
Mr. RoDOERS. Thank you. 
Mr. DANIELSON. Sir, I assume your office is right here in Washing- 

ton and you are generally present, or Miss James is. 
Mr. RoDOERS. That is correct. 
Mr. DANIELSON. I hope you will follow the hearings which will con- 

tinue to be held on this and favor us with vour comments. I do not 
imply we will follow them, but we would like to have them, 

Mr. RODOERS. We appreciate your interest. 
Mr. BARNES. May I make a specific request along those lines? 
Mr. DANIELSON. Certainly. 
Mr. BARNES. Mr. Cliandler submitted certain recommendations from 

the point of view of the California commission. T wonder if it would 
be possible for NARUC to present its attitude with re-spect to those 
recommendations. 

Mr. D\NTELsox. I thank the gentleman for remindin^r me. I wish to 
state and I do state that I hone all interested persons will cooperate 
with us by lettinor us know their position on various items as the^f come 
up. If people have some sufcestions as to amendments thj<t mi<rht be 
appropriate, please supply them. We will consider them. We can use 
all the help we can get. That invitation is extended to all persons 
concerned. 

There is a recorded vote pending which is on a substance matter, and 
I do believe we are going to have to attend. We did have another wit- 
ness. Mr. Brian Lederer. People's Counsel of the District of Columbia. 

Mr. I./ederer, we cannot jret to you this morning. We note you are a 
local; we will have more hearings, and since you have not had to travel 
a lone distance to get here, T hope you will understand. We will call 
you back again, and you are always welcome to come by. 

Thank you all. AVe will have more hearin«rs on this matter commenc- 
ing after Labor Day, and with the help of all concerned, I hope we 
can come to a proper solution. 

The subcommittee stands adjourned. 
[Whereupon, at 12:15 p.m., the subcommittee was adjourned, to re- 

convene upon the call of the Chair.] 
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TENNESSEE PUBLIC SERVICE COMMISSION, 
Nashville, Term., September 18, 1979. 

Hon. GKOROE E. DANIEISON, 
Chairman, Subcommittee on Administrative Law and Oovemmental Relations, 

U.S. House of Representatives, Washini/ton. D.C. 
DEAR REPRESENTATIVE DANIELSON : Thank you for your letter of September 10, 

107!), to Chairman Z. D. Atkins. I attach liereto a copy of a letter dated August 15, 
1979, that Commissioner Atkins sent to all members of the House Judiciary Sub- 
committee in regard to H.R. 229. 

The Commission is opposed to H.R. 229, and we are also opposed to any stay 
while the matter is transferred to the Federal court for declaratory judgment. 
However, we do feel that if the bill is amended to expand the category of 
persons eligible to initiate the declaratory judgment proceeding, it should include 
all parties to any related ratemaking proceeding and not just the utility. 

Mr. Paul Rodgers of NARUC is coordinating this matter for the various State 
commissions. 

Thank you for your interest. If we can be of further service, please advise. 
Very truly yours, 

. EUGENE W. WARD, 
General Counsel. 

Attachment. 

TENNESSEE PUBLIC SERVICE COMMISSION, 
Nashville, Tenn., Auffust 15, 1979. 

Mr. JOEL RABINOVITZ, 
Office of the Assistant Secretary for Tax PoUoy, 
U.S. Department of the Treasury, 
Washington, D.C. 
In re: H.R. 229, a bill proposing to amend title 28, United States Code, to provide 

for a declaratory judgment in certain cases Involving public utilities. 
DEAR MR. RABINOVITZ : The Tennessee Public Service Commission Is opposed 

to H.R. 229 becau.se It would have serious implications on our regulation of rate- 
making authorities, particularly in telephone proceedings regarding accelerated 
tax issues. The bill as written does not limit declaratory judgment to tax ques- 
tions. The rate-making impact could also be established by the Federal courts, 
and If H.R. 229 is enacted it sliould be .specifically amended so as to be limited to 
Interpretation of tax statutes so as to not to erode the States' traditional juris- 
diction over rate making. 

Also, the bill as written provides only that the affected utility or regulatory 
agency may seek a declaratory judgment. It should also authorize action by all 
necessary parties and Intervenors such as the various cities In Tennessee or con- 
sumer groups that participate in Commission proceedings. It is my understanding 
that the bill will be amended so as to provide for a stay while the declaratory 
judgment matter is pending in Federal court. A stay provision would thus 
authorize real interference for State proceedings and is contrary to the Federal 
policies against Interference with such proceedings. 

For the foregoing reasons this commission Is opposed to H.R. 229. 
Sincerely yours, 

Z. D. ATKINS, Chairman. 

AMERICAN GAS ASSOCIATION, 
Arlington, Va., August 10, 1979. 

Chairman GEORGE E. DANIELSON, 
House Committee on Judiciary, Subcommittee on Administrative Law and Chv- 

emmental Relations, Raybum House Office Building, Washington, D.C. 
DEAR CHAIRMAN DANIELSON : I would like to take this opportunity to request 

that the attached statement of the American Gas Association (A.G.A.) be In- 
corporated in the record of the proceedings with resi)ect to H.R. 229, a bill to 
amend the United States Code to provide for declaratory judgment in certain 
cases Involving public utilities. 

Chairman Danielson, I extend my personal thanks for providing A.G.A. this 
opportunity to express our views on your bill, H.R. 229. 

Sincerely. 
GEOBOB H. LAWBENCE. 

Attachment 
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WRmTN STATEMENT OF THE AMEEICAN GAB ASSOCIATION 

On behalf of the American Gas Association (A.G.A.), we are pleased to Indi- 
cate the general support of our industry for Coneressraan Danielson's bill H.R. 
229, which would amend title 28 of the United States Code, and provide for a 
declaratory judgment procedure In certain tax cases involving public utilities. 
A.G.A. is a national trade association which represents over 300 natural gas 
transmission and distribution companies serving over 160 million natural gas 
consumers in all .'iO States. A.G.A. members account for approximately 85 percent 
of the gas utility sales In the United States. 

The investment tax credit, accelerated depreciation, and the class life ADR 
system have been used by the natural gas Industry consistent with congressional 
Intent underlying these provisions. In brief, it was generally expected that a part 
of the tax benefits conferred by these provisions be used by the utility to stimu- 
late plant Investment and to update plant facilities. In some instances, however, 
there have been differences of opinion among the utility, its regulatory commis- 
sion, and the Internal Revenue Service as to the permissible treatment of the tax 
benefits In the determination of customer rates. Under present provisions of law, 
a great deal of time—even years—may elapse before a final determination Is 
reached. In this interim period, the utility is faced with financial contingencies 
that have a substantial negative effect on its financing, construction, and opera- 
tions in the energy field. Such \incertainty Is addressed by H.R. 22fl. 

Essentially, H.R. 229 recognizes the problem created by the uncertainty arising 
from these differences in opinion as to application of Sections 4e(f), 167(1), and 
167(m) of the Internal Revenue Code. The bill, however, would not restrict In 
any way the actions or policies of the regulatory commissions. Rather, H.R. 229 
would provide for a declaratory judgment by a Federal district court on the 
issue of a public utility's entitlement to the investment tax credit and deprecia- 
tion. This determination would be binding on the public utility and the Internal 
Revenue Service for purposes of deciding an actual controversy which arises with 
respect to the denial of these tax benefits by the Service because of the account- 
ing treatment required for such tax benefits by the regulatory commission. At 
present, any such determination is available only after the Internal Revenue 
Service audits the taxpayer and assesses a deficiency if it believes the regulatory 
commission is improperly requiring the utility to ftow through the benefits. The 
declaratory judgment procedure provided by H.R. 229 would expedite the ulti- 
mate determination of whether the tax benefits would be lost to the utility under 
the code so that both utility and the regulatory commission could be certain of 
the tax conse<iuences of the commission's actions. 

While A.G.A. generally supports H.R. 229. we would like to offer two speciflc 
comments on the bill. First, it Is important that the term "public utility" in 
section 2 of H.R. 229 be defined to insure that both natural gas distribution and 
transmission companies are included. The term "public utility" should be defined 
by specific reference to Section 118(b) (3) (C) of the Internal Revenue Code. 

Second, H.R. 229 would provide for a declaratory judgment procedure only in 
the case of controversies with respect to sections 46(fK 1670). and ]67(m) of 
the Internal Revenue Code. Since legislative proposals are pending regnrding 
revisions of capital recovery mechanisms (viz., Capital Recovery Act of 1979, 
H.R. 4646 by Congressmen Jones. D.—Oljla., and Conable. R.—N.T.), A.G.A. sub- 
mits that the dpc'arntorv judement procedure grantetl bv H.R. 229 should also 
be available in any controversies with respect to the regulatory treatment of tax 
benefits from any such future capital recovery incentives. A.G.A. suggests that 
H.R. 229 be so modified. 

A.G.A. wishes to express its appreciation for this opportunity to present Its 
views on this matter. 





DECLARATORY JUDGMENT IN CERTAIN CASES 
INVOLVING PUBLIC UTILITIES 

WEDNESDAY, SEFTEKBEB 12, 1970 

HOUSE OF REPRESENTATIVES, 
COMMITTEE ON THE JUDICIARY, 

SUBCOMMITTEE ON ADMINISTTRATIVE 
LAW AND GOVERNMENTAL RELATIONS, 

Washington, B.C. 
The subcommittee met at 9:30 a.m. in room 2226 of the Raybum 

House Office Building, Hon. George E. Danielson (chairman of the 
subcommittee) presiding. 

Present: Representatives Danielson, Mazzoli, Hughes, Harris, and 
Moorhead. 

Staff present: Messrs. Shattuck, Lauer, and Coffey; Ms. Potts and 
Ms. McGrady. 

Mr. DANIELSON. The hour of 9:30 having arrived, the subcommittee 
will come to order. 

We will continue today with hearing testimony on the bill H.R. 
229, to amend title 28 of the United States Code to provide for a 
remedy of declaratory judgement in certain cases involving public utili- 
ties. This will probably be our last day of testimony on this bill, 
although that is not a firm commitment at this time. 

Today we are going to hear from the Honorable Daniel I. Halperin, 
Assistant Secretary of the Treasury for Tax Tvepislation; from Mr. 
Purt Pines, city attorney of Los Angeles, Calif.: Mr. George Agnost, 
the city attorney of San Francisco; Mr. John Witt, city attorney of 
the city of San Diego; Mr. Brian Loderer, attorney for the People's 
Council of the District of Columbia; Miss Janice E. Kerr of the 
California Public Utilities Commission; and a followup bit of testi- 
mony from Mr. Robert Dalenberg. vice president and general counsel 
of Pacific Telephone & Telegraph Co. 

I understand that Mr. Halperin has an almost immediate appoint- 
ment elsewhere, so we will hear from vou first, Mr. Halperin. I under- 
stand vou have submitted a written statement. 

Mr. HALPERIN. Yes. Mr. Chairman. I have. 
Mr. DANIET>80N. Without obiection. that will be received in its 

entiretv into the record, and you're now free to proceed in any manner 
thflt vou choose. 

[The complete statement follows:] 

STATEMENT or DAWIEL I. HAI.I«EIIIN. DEPirrr ASSISTAWT SBCBSTABT OF THE 
TREASUBT  (TAX LEGISLATION) 

Mr. Chairman and members of the subcommittee. I am pleased to have this 
opportunity to present the views of the Treasury Department on H.R. 229, a bill 
to provide a declaratory Judgment procedure to determine whether certain 

(171) 
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pnblic utility rate orders comply with the Internal Revenue Code normalization 
requirements. 

In a bin report sent to the Chairman before the first hearing on August 2nd, the 
Treasury expressed its strong support for the general policy against declaratory 
judgments In tax matters. We nonetheless conceded that there are exceptional 
situations in which a declaratory judgment is the only effective relief. Since 
however, declaratory relief in tax matters is an extraordinary remedy, the bur- 
den is on those who would see it extended to demonstrate that such relief is 
needed. We wished to take no position on H.R. 229 until its proponents had been 
given the opportunity to make that case. We hoped that the testimony of other 
witnesses would clarify the precise nature of the problem and the reasons why 
declaratory relief was the only effective solution. 

The testimony on August 2nd was indeed extremely helpful. For reasons upon 
which I shall elaborate, we feel that the testimony, requires the conclusion 
that extension of the extraordinary remedy of declaratory relief to this situa- 
tion, would be unnecessary and unsound. We therefore oppose H.R. 229. 

To understand why requires a brief explanation of the reasons for the long- 
standing' Congressional policy against declaratory Judgments in tax cases. That 
policy is founded on 3 related principles: (1) reluctance to decide cases before 
the facts have been fully developed; (2) avoidance of excessive litigation ; and 
(3) reliance on a voluntary compliance system of tax administration. Let me 
discuss each of these briefly. 

By refusing to decide tax cases In advance, we assure that cases will be de- 
cided on a full record, developed on the basis of facts as they actually oc- 
curred. This assures that decisions are reached with a full appreciation of how 
the legal principles apply to the particular facts. Since this policy also assures 
that the same case will not have to be relitigated when the facts turn out to 
be somewhat different from those originally supposed, it is closely related to the 
policy of avoiding excessive litigation. A declaratory judgment proceeding to 
determine the compliance of rate orders which are not yet effective, and which 
are subject to modification by state courts, presents the very possibilities of 
subsequent chanRes and repeated litigation which the anti-declaratory judgment 
policy seeks to avoid. 

The anti-declaratory judgment policy also prevents the excessive litigation 
which unquestionably would result if taxpayers were permitted to litigate in 
advance every uncertain tax question. Our tax law must deal with an infinite 
variety of -situations and transactions, limited only by what sometimes appears 
to be the boundless imagination of taxpayers. A law which must deal wtlh such 
variety and complexity can not provide certainty in every instance. The Internal 
Revenue Service ruling process is designed to ameliorate the problems of un- 
certainty, by providing taxpayers with the opportunity to obtain advance clari- 
fication of the tax law In non-disputed areas. Not every potential dispute, the 
great majority of which never mature, can be resolved in advance by the courts. 
The anti-declaratory judgment policy expresses the Congressional judgment that 
the District Courts can not be permitted to become the final step in the Inter- 
nal Revenue Service ruling process. 

The third policy underlvlng the anti-declaratory jiidement policy derives from 
the nature of our self-enforcement system of tax administration. Taxpayers are 
clearly entitled to guidance in finding a safe course, consistent with the spirit 
of the law, which will be immune from IRS attack. Requiring in every case, how- 
ever, advance delineation of the precise line between compliance and non-com- 
pliance, would subject the system to unbearable pressure. Only by requiring that 
those who would test the limits of the law accept the risks of overstepping is 
this pressure kept within tolerable bounds. 

The application of this principle to the present case Is evident. The Internal 
Revenue Code normalization requirements have thus far produced little contro- 
versy. As far as we can tell, there has been a high measure of voluntary compli- 
ance. This is to l>e expected, since the cost of noncompliance Is .sub.stantlal. There 
are. however, any number of conceivable ways of accountinc for tax subsidies. 
Between pure normalization at one end of the .spectrum and pure flow through 
nt the other, the possibilities are numerous. Conirress could not po.ssibly have 
addressed specifl^ally every such possibility. It did Instead the one thing It could 
do to Insure that the normalization objective would not be undermined—it im- 
posed severe consequences on those who departed too far from the norm. The 
Congressional purpose in manrtatinc normalization would he jeopardised, how- 
ever. If a declaratory judgment procedure enabled reeulntors. without rl.sking 
the consequences, to determine in advance just how much of a departure will be 
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tolerated. If a declaratory judgment procedure were available, we believe that 
the political pressure for some type of flow through would virtually force even 
the most conscientious of regulators to do precisely that. Since a ruling from 
the Internal Revenue Service is a prerequisite to commencement of a declara- 
tory Judgment proceeding, the result would be an enormous increase in the 
burden on the IRS of administering the normalization provisions, and, what Is 
far more important, inordinate pressure on the rules themselves. 

We are not intransigent. In the past, where circumstances have seemed com- 
Iielling, we have supported exceptions to the anti-declaratory judgment policy 
In tax matters. The situations In which we have done so are discussed In our 
bill report. The question now to be answered is whether the normalization re- 
quirements for utility rate orders present another problem, for which, notwith- 
standing some objections, declaratory relief is the only effective solution. We 
believe that the information developed at the hearings requires a negative an- 
swer to this question. 

We do not deny that Pacific Telephone and General Telephone, faced with 
enormous tax deficiencies, are in an extremely unfortunate position. The testi- 
mony, however, has been unanimous, that this legislation. If passed, will be of 
absolutely no help in the present dispute, at least in so far as past years are 
Involved. The parties have agreed that neither the Public Utilities Commission 
nor the California courts can retroactively modify the rate order, even if it is 
determined to be in violation of the Internal Revenue Code normalization pro- 
visions. The damage, if any, to the phone companies has already been done, and 
a declaratory judgment proceedings can not help. 

Although a declaratory judgment proceeding can not help with respect to 
past years, it is within the power of the Public Utilities Commission to mitigate 
any harm which has been done. While the Commission can not retroactively 
modify its rate order to regain for the phone companies any tax benefits which 
may have been lost, it ran prospectively permit the tax deficiency, and the cost 
of any Interim borrowing necessary to pay It, to be recovered from customers 
in the form of higher rates. Since these higher rates could be offset at least in 
part by the refund which is otherwise required under the California rate order, 
the disruption to ratepayers can also be ameliorated. It Is therefore, within the 
power of the Commission to protect the utilities and their stockholders from the 
potential economic hard.ship produced by the loss of tax benefits under the 
Commission's rate order. 

With respect to the future of this particular controversy in California, we 
have been told that the Pacific Telephone audit for 1974 Is about to be con- 
cluded. The normal tax appeals process will therefore be available to resolve 
the dispute. Once the tax appeals process begins, there is no reason to believe 
that It will not proceed as rapidly as the proposed declaratory judgment pro- 
ceeding. Particularly If Intervenors are permitted In the declaratory judgment 
action. It Is likely to become a protracted, time consuming proceeding. And the 
Intervenors may be indispensihle parties, since not infrequently It Is they and 
not the commission themselves who are the true proponents of the questionable 
accounting methods. Thus, failure to permit intervention could destroy the only 
true adversary relationship, while permitting it could invite self-defeating delay. 

A declaratory judgment proceeding might nonetheless he thought warranted, 
if It could avert, either in California or elsewhere, similar controversies In the 
future. At the August 2nd hearing, the question was raised as to whether the 
doubt expressed by the Justice Department as to whether even substantial tax 
deficiencies would produce a nationwide economic disruption—a doubt which we 
share—was Inconsistent with the position taken by the government in urging 
the Supreme Court to grant cert In the California proceeding. The reason there 
is no Inconsistency is closely related to the reason we feel a declaratory judg- 
ment proceeding is not here necessary. The financial upheaval which the govern- 
ment apprehended in its brief to the Supreme Court was based upon the premise 
that other jurisdictions would follow California's lead. The hearings have re- 
vealed, however, that similar controversies have not arisen In other jurisdic- 
tions, and that In Maine, the one jurisdiction in which the public utilities com- 
mission was tempted to run similar risks, the courts intervened. 

In sura, the hearings have revealed that the proposed legislation can do little 
to help In the present dispute, and that, at the present time, there appear to be 
no similar disputes pending for which such a procedure would be necessary. It 
is argued nonetheless that such a declaratory judement procedure should be 
available, because similar disputes could arise. Pacific Telephone predicts that 
numerous other states, under pressure to lower rates, are likely to adopt meth- 
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ods of accounting for accelerated depreciation and the InTestment credit similar 
to California's. Yet other jurisdictions have, thus far, apparently been unwilling 
to run such a risk. Moreover, other state regulatory commissions, in attempting 
to discharge their responsibility by fashioning rate orders which comply with 
the Code normalization requirements, have not felt the need for declaratory 
assistance. Although we understand that NARUC is now supporting some form 
of declaratory relief, most of the commissions which have expressed their views 
to us are strongly opposed to this legislation. Their position thus confirms the 
inescapable message which emerges from the testimony at the August 2nd hear- 
ing—namely that the California situation is indeed unique. 

Despite the absence of a compelling case for a need for a declaratory Judg- 
ment proceeding, we would not be urging you to reject this legislation if we felt 
that it would do no harm. JVe urge its rejection because, for the reasons dis- 
cussed previously, it would create the very situation which the anti-declaratory 
judgment legislation is intended to prevent. Until now, most Jurisdictions ap- 
pear to have complied with the Internal Revenue Code normalization proceed- 
ings. No doubt this compliance has In large part been attributable to the fact 
that the costs of the failure to comply can be substantial. Given the political 
pressure for some form of flow through, it seems almost Inevitable that, with 
a declaratory judgment proceeding permitting risk free probing of the bound- 
aries of the normalization requirements, almost every jurisdiction would be 
compelled to attempt some hybrid accounting method. The result would be nu- 
merous lawsuits in what has heretofore been a relatively controversy free area, 
and a testing of the limits of the Internal Revenue Code normalization require- 
ments which those provisions may be unable to bear. For these reasons we are 
opposed to a declaratory judgment relief in this area. 

Before closing, I would like to comment upon one specific of the proposed 
legislation which, we feel, should in any event be changed. I refer to the ex- 
clusive jurisdiction in the District Courts. In every other case in which a declara- 
tory judgment has been authorized in tax matters, the Tax Court has been given 
at least concurrent jurisdiction. The question of compliance requires the in- 
terpretation of exceedingly technical and complex provisions of the Internal 
Revenue Code. Jurisdiction should be extended to the Tax Court to assure ac- 
cess in normalization cases to the judges having the greatest technical ex- 
pertise in tax matters. 

SCMMABT 

Although we have supported exceptions, we strongly support the policy against 
declaratory judgments in tax cases. 

That policy is based upon three related principles: litigating only on a fuUy 
developed record, avoiding excessive litigation and maximizing compliance with 
the purpose of the substantive rules. All three principles are jeopardized In the 
present situation. 

Declaratory relief might nonetheless be appropriate If It were the only effec- 
tive solution to a current or impending problem. It appears, however, to offer 
little hope of relief In the current California situation. Moreover, no similar situa- 
tions appear imminent. Passage of this legislation, on the other hand, would pre- 
cipitate additional disputes. Therefore, we are opposed to H.R. 229. 

In the event that H.R. 229 Is nonetheless acted upon favorably, we believe that 
Jurisdiction should be extended to the Tax Court, the court having the greatest 
expertise In the interpretation of the Internal Revenue Code. 

TESTIMONY OF HON. DANIEL I. HALPEWN, DEPUTY ASSISTANT 
SECRETARY FOR TAX LEGISLATION, IT.S, DEPARTMENT OF 
TREASURY, ACCOMPANIED BY JOEL RABINOVITZ 

Mr. HALPERIX. Thank you, Mr. Chairman. I appreciate your letting 
me proceed first at this hearin?. T do have to be at the Ways and Means 
Committee very shortly. With me is Joel Rabinovitz of the Office of 
Tax Legislative Counsel. 

Mr. Chairman, this has been a very difficult issue for us to resolve, 
but we have decided that we should oppose H.R. 229. And let me briefly 
indicate the reasons for that conclusion. 
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We first believe that the policy against allowing declaratory judg- 
ments in tax actions generally is a sound policy. On the other hand, we 
do believe that an exception could be made in this case, which wouldn't 
necessarily extend to all tax actions. There is substantial potential 
harm to the utilities in this case, and the utilities are forced to take 
the risk of potential tax liability against them because of actions by the 
regulatory commission and the State court. 

However, on balance, we do not feel that the declaratory judgment 
is a solution. What needs to be done here to help the situation in Cali- 
fornia is to resolve the question as to whether the accounting treatment 
prescribed there is consistent with the Internal Revenue Code, as 
quickly as possible. While we recognize that there is some difference of 
opinion between us and the phone companies on this issue, we do not 
see the declaratory judgment as being a significantly faster method of 
resolving the current difficulty. 

The audit of the phone companies for 1974 is about over. They can be 
in the Tax Court very quickly. We are prepared to cooperate to expe- 
dite the Tax Court hearings, to make them go as quickly as possible. 
There are procedures available within the Tax Court to help make sure 
that the fact that there may be additional issues in the case will not 
unduly delay the procedure. 

We have no reason to believe that a declaratory judgment action in 
the district court would move significantly faster. There has been in- 
terest as part of this legislation to permit intervenors to participate in 
the declaratory judgment action, and I think it is clear that the more 
parties involved, the slower it is likely to be. So we think that in terms 
of getting a decision as to whether the accounting procedure prescribed 
by the California court in this case is consistent with the Internal Rev- 
enue Code, the normal Tax Court action will be no slower than the 
declaratory judgment action. 

Now, that may have been different if a declaratory judgment had 
been available 2 or 3 years ago. And therefore it does raise a question as 
to whether the existence of a declaratory judgment procedure can re- 
duce the potential damage in future disputes. I think it is possible that 
it could, but we have a serious question about the impact of the exist- 
ence of a declaratory judgment procedure on the number of disputes 
that are likely to occur. 

For example, if in this particular case Tax Court findings upholding 
the Internal Revenue Service that the accounting procedure prescribed 
herein is improper, would settle it, so that no other State commission 
would try to come up with a means around the normalization require- 
ment, then there is no need for any procedures because this matter will 
go away quietly. 

If it doesn't settle it, the question to us is, which way are there likely 
to be further cases ? If you have to compare two situations right now in 
order to take a chance on what might appear to be a flowthrough pro- 
cedure, the commission would have to subject the utility to the risk 
like the one now imposed on Pacific Telephone in California. 

On the other hand, if there were a declaratory judgment procedure, 
there would be a relatively risk-free way of testing the precise limits of 
the Internal Revenue Code in this area. 

And we think if that were available that there are just more likely 
to be disputes raised, more likely to be controversies over the exact 
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meaning of the Internal Revenue Code. We think this points out the 
general reasons why we disallow declaratory judgment in tax cases. 

Mr. DANIELSON. I don't think you do. Isn't it the law that disallows 
them ? You know, the Internal Revenue Service as many other bureaus 
sees to feel it is the fountainhead of justice. It isn't, it just works 
with it. 

Mr. HALPERIX. Excuse me, Mr. Chairman, I mean why the law dis- 
allows declaratory judgments in tax cases. It's clear that the Public 
Utility Commission of California and the California court can, without 
great difficulty, adopt a method that does comply with the code, and 
they can get rulings from the Internal Revenue Service if they have 
substantial questions. Just as most taxpayers have, they have available 
a course of conduct which is free of difficulty and which is consistent 
with the congressional intent in this area. 

However, it may not be clear how far they can go, what the precise 
limit of the law is. I think it is clear that in a tax law as complex as 
this one, which affects so many situations and so many people, that the 
law just cannot provide that kind of certainty. We cannot always give 
the answer as to what the exact line is between compliance and non- 
compliance with the law. The risk that is involved in trj'ing to get 
right up to the line will prevent most taxpayers, or at least many tax- 
payers, from trying to get too close. They will adopt the safer course, 
or, if they do get into controversy with the Internal Revenue Service, 
the cases are generally settled without reaching the trial stage. 

But if you can find out beforehand, if you can ascertain what the pre- 
cise line is, then with the amount of dollars involved in this case and 
the amount of pressure from various groups to try to find a way to 
flow-through the tax benefits, we believe that the commissions may be 
tempted to try it, and that there will be a multiplicity of litigation in 
this area. 

We are afraid that the system iust really cannot stand it. Normaliza- 
tion requirements of the Internal Revenue Code have, with the excep- 
tion of the California case, been largely self-enforcing. We think that 
this is the only way it really can work. Congress, in 1969 and in 1971, 
imposed these nomalization requirements because there was concern 
that the regulatory commissions subject to the pressure for flow- 
through were defeating the purposes of the investment credit and 
accelerated depreciation, which were intended to make more funds 
available for capital investment by utilities and other businesses. They 
were defeatinc the purpose by immediately using them to reduce the 
charee for utilities' services. 

Therefore. Congress felt that it ought to mandate the method of 
accounting to be followed if these tax benefits were to be available. On 
the other hand, we must recognize that we are getting the United 
States involved in an area which is generally a State concern, regula- 
tion of utility rates, and in particular we're getting the Internal Reve- 
nue Service, which has no particular expertise in ratemaking, involved 
in that very delicate area. 

If we are going to have constant testing of the precise limits of that 
area, it seems to us vei^ doubtful that the IRS would be equipped to 
deal with it. and that mnv put into question whether the entire proce- 
dure cfln stand up under that pressure. 

In summary, we nre saving that we think the existence of H.R. 229 
will not substantially reduce the time that will be required to get a 
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final answer in the, California situation. Second, we think it will 
increase the likelihood of disputes in other States, which up to now 
have not taken place. And it is for those two reasons that we have felt 
that we should oppose the bill. 

If we can be persuaded that we are wrong on either or both of those 
premises, we are obviously open to reconsider our opposition. But from 
what we have heard up to now, we believe we are correct in these 
judgments. 

Mr. DANIELSON. Thank you very much, Mr. Halperin. I will yield 
to my colleague, Mr. Moorhead of California, for questions. 

Mr. MOORHEAD. What would you think about directly amending the 
Internal Revenue Code, rather than this amendment to title 28, to 
to take care of the problem ? 

Mr. HALPERIN. In the same manner, to provide for declaratory judg- 
ment action ? 

Mr. MOORHEAD. Well, it could be done that way, or you could work 
out another way that would be more amenable to the systems that the 
various States have. 

Mr. HALPERIN. Well, I guess without more of an indication of ex- 
actly what you have in mind, I'm not sure I can answer the question. 
I think if it ends up with a declaratory judgment procedure, we would 
have the same opposition. 

Mr. MOORHEAD. We obviously have a problem here that is causing 
a lot of difficulty, and we have got to find a solution for the problem. 
This bill is one solution that has been recommended for the problem. 
You don't like this solution, but what solution would you follow 
instead ? 

Mr. HALPERIN. Well I think, Mr. Moorhead, one real question is 
whether the problem will continue, whether this is an aberration which 
will disappear once this tax case is finally settled, or whether we will 
have other States which will try different kinds of accounting meth- 
ods in order to come closer to what seems to be a flow-through method 
of accounting. 

We are at least proceeding on the assumption that it is possible that 
once this dispute is settled that others will not follow, and therefore we 
think that this bill will be unnecessary. It may increase the likelihood 
that we may have more trouble in the future. We are at least hopeful 
that once this case is settled we will not need additional machinery, 
because others will not be tempted to try what the California courts 
and the California commission have tried. 

If we are wrong about that, if other States will try nevertheless, then 
I think you are right, that we have to find some other procedure to 
mitigate the potential damage that is caused by a problem of this kind. 
But T think we are starting, as T said, from the premise that this case 
cannot be helped by this legislation—and I think we ought to look 
for—^to look into possible wavs, assuming that the IRS is successful 
and wins the tax case, of mitigating the potential damages. 

Certainly, it is not particularlv sensible to collect thet kind of de- 
ficiencv from A.T. & T., which they estimate is approaching perhaps 
$3 billion by 19R3. No one's purposes are served bv that occurring, and 
perhaps we ought to explore wavs of mitigating the potential damage 
to the utility and to the California consumers, assuming that this case— 
or if this case is eventually won by the Internal Revenue Service. 
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Mr. MooRHEAD. Well, if I heard your testimony correctly, you said 
that this would be followed by California adjusting its accounting sys- 
tem to meet the requirements of IRS. But isn't the company and their 
customers and their stockholders all caught in between two major 
governmental agencies that just don't seem to be able to get together 
to adjust these things! 

Mr. HALPERIN. There's no question about that, Mr. Moorhead. They 
have been, and I think that is a troubling situation. On the other hand, 
we don't want to see that kind of thing proliferating, and up till now 
it hasn't. It has been limited to one State. There was a start at it in 
Maine but the Maine Supreme Court cut it down. 

We are- troubled at the existence of a declaratory judgment proce- 
dure, that it may increase litigation substantially without helping in 
the particular case that we're nil worried about. This one has gone too 
far for a declaratory judgment procedure. 

Mr. MooRTiEAn. Well, it probably wouldn't work now, but if we 
have the declaratory judgment procedure under H.R. 229—if it had 
been available, could this problem have been avoided? 

Mr. HALPERTN. I think if the declaratory judgment procedure had 
existed 3 years ago or 2 years ago, when this dispute first reached the 
court, the problem may have been avoided, assuming that all parties 
were willing to delay the position of the order until the court case 
could be settled. 

Mr. MooRHFAn. Well, my time is just about up, but I just wanted to 
ask one last question. 

Do you have any other suggestions that we might use, where the 
Congress can be effective or helpful in avoiding problems like this in 
California, or helping to solve this particular problem ? 

Mr. HAI.PERTN. Well, T think that we need to consider the possibility 
of whether or not there is some way of avoiding the damage that might 
occur to the utilities and to its customers if the current tax case goes 
through to completion with a decision that the Internal Revenue Serv- 
ice ruling policy was correct, and that they're not under present law 
entitled to the tax benefits. 

I think that is something that needs to be considered, and I think 
that if we are wrong in our assumption and other States begin to try 
other accounting procedures that appear to violate the tax rules, then 
I think we would have to reconsider our opposition to this legislation. 

Mr. MOORHEAD. Thank you very much. 
Mr. DAXIELSON. Mr. Mazzoli of Kentucky. 
Mr. MAZZOLI. Mr. Chairman, I have no questions. 
Mr. DANIELSON. Thank you. Mr. Halperin, I see you are accom- 

panied by a gentleman. Would you state his name and title? 
Mr. HALPERIN. That is Joel Rabinovitz of the Office of Legislative 

Tax Counsel in the Department of the Treasury. 
Mr. DANIELSON. Thank you. I realize that the Internal Revenue 

Service has a very great responsibility and obligation to collect the 
funds called for by law, in order that the Grovernment can function. 
And obviously, along with that, you have the obligation to eliminate 
as many imperfections as you can so that you have a maximum effi- 
ciency in collecting the revenue. 

I am disturbed here by the fact that a taxpayer, in this case Pacific 
Telephone, is being exposed to a monumental risk that is a catch-22 
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type situation. Politicians call it a no-win situation. No matter which 
way you go you are going to have some kind of trouble down the line. 
How do you justify exposing the taxpayer to this kind of risk? 

Mr. HALPERIN. Well, as I said initially, the fact that Pacific Tele- 
phone is being forced to take the risk without—or against its own voli- 
tion, I think distinguishes this case from a lot of others and is the 
reason why one has to think seriously about whether a declaratory 
judgment procedure makes sense. I think of course it is the commis- 
sion that is causing Pacific Telephone to take the risk. Or it is the com- 
mission and the California court. There is no doubt that it can develop 
an accounting procedure which applies with the requirements of the 
Internal Revenue Code, and avoid that risk. 

This is not a case in which, in effect the commission is saying, we 
don't know what the right rules are and until somebody tells us we 
have to guess and therefore we have to create a problem for the tax- 
payer. That is not what is happening here. It can no doubt devise an 
accounting system which clearly complies with the Internal Revenue 
Code. 

On the other hand, they are trying to reduce current utility rates 
as much as they can. 

Mr. DANIELSON. May I interject? I'm not an expert in this field, 
but as I understand it, if they do devise the accounting system that 
you describe so that they can comply with the Internal Revenue Code 
and get the benefits of accelerated depreciation and investment credit, 
then they would be required, under the revenue laws, to utilize that 
benefit for capital improvement; would they not? 

Mr. HALPEMN. Yes, Mr. Chairman. 
Mr. DANIELSON. HOW can they do that, then, if the utility commis- 

sion says, Fine you, saved some money on depreciation but now you've 
got to use that against the rate base, to reduce consumers' rates. Isn't 
that the situation ? 

Mr. HALPERIN. That is basically the situation. 
Mr. DANIELSON. SO if they do use it to reduce rates, then they don't 

qualify for the accelerated depreciation. 
Mr. HALPERIN. That is correct. 
Mr. DANIELSON. This is a no-win situation. I don't know how on 

earth they can be expected to comply. Now, I want to restate that I 
understand and respect your obligations under the revenue laws. But 
I don't see how we can afford to expose a taxpayer to this kind of risk. 

Mr. HALPERIN. Well, Mr. Chairman, the Internal Revenue Service is 
really in an unusual position here. It is not really functioning as a tax 
collector. What we have here is a subsidy to investment. Take the in- 
vestment credit because it is simpler to look at. If a particular piece of 
equipment would normally cost $100,000 you get, in effect, a tax cut of 
$10,000 which would reduce the cost of the equipment to $90,000, 90 
percent of its market cost. If that kind of subsidy would come from 
the Commerce Department rather than from the Internal Revenue 
Service, it would be easier to see what is happening. 

But what we have is the Government saying, if you go out and buy 
a piece of equipment, we will give you 10 percent of its cost provided 
you don't take that $10,000 that we're going to give you and imme- 
diately reduce rates. And I thjnk if the Commerce Department were 
administering a program, or if this were a grant program out of 
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HUD or HEW they would basically see that you don't get it unless 
you use it the way you're supposed to use it. And that is our obligation. 

Now, we have a situation here where the California commission, at 
least in our view, is telling the utility to use it in the wrong way, and 
I think that is where the dispute comes from. 

Mr. DANIELSON. Sir, I understand that and 1 am not quarreling 
with you but, of course, if I were talking to the PUC, they would be 
telling me that they think that you people are doing it the wrong way. 
And isn't that really the controversy that we have? 

Mr. HAIPERIN. I think that is correct, Mr. Chairman. And the ques- 
tion is really whether a declaratory judgment procedure will help us 
out of that dilemma. 

Mr. DANIELSON. If you would put this on the analogy of torts, the 
two tort feasors happen to be the Public Utilities Commission and the 
IKS and the poor little guy in the middle is the telephone company. 
He's not very poor and he's not very little, but he is still in the middle. 

I don't know how we're going to resolve this, but we will resolve it. 
Mr. HALPERIN. Well, I think that the interest that we all have is to 

try to get the answer, a definitive answer to this question as quickly 
as possible, and to try to make sure that we don't get into this kind of 
trouble again in the future. And I think we just have a difference of 
opinion as to whether this legislation will move in that direction. 

We don't claim to be infallible, but our guess is that it will move in 
the wrong direction. 

Mr. DANIELSON. What makes you think that this wouldn't come up 
again in a similar type of case ? 

Mr. HALPERIN. Well, I think that, for one thing, it hasn't come up 
anywhere else for 10 years. Second, there are substantial risks involved 
if you do try this and I think that in many cases the State courts and 
the commissions will not want to take the risks that are being imposed 
upon A.T. & T. in California. I think this is a rather peculiar situation. 
I think one has to go back and look at what happened prior to 1969. 
The California commissions and the courts there were trying to get 
the utility to use flow-through and accelerated depreciation and the 
utility refused to do so. It refused to take accelerated depreciation if 
it was going to be required to flow through the benefits. 

When the commission said, we will treat you as if you were doing it 
anyway, the utility, in effect, went to Congress in 1969 legislation— 
that came mainly at the instigation or the request of A.T. & T. and it 
grew out of the California situation. So there is a kind of war going 
on out there which I think is peculiar and I think the evidence shows 
that other States are not going to go down this line. 

Mr. DANIELSON. Well, California is always, of course, the bellwether 
of the States, contrary to, as Maine goes so goes the rest of the Nation. 
I think it is iust in reverse. You see Maine dropped their case. Back 
in my salad days I did a little tax work and I recall that manv tax- 
payers took the position that the risk sometimes was so great that if 
you could come un with a settlement that you could at least live with— 
you might not live well, but you could survive—you took it rather 
than run the risk. 

It illustrates the old axiom—who wants to test the electric chair? 
I think the revenue often depends upon that risk factor. 



Mr. HALPERIN. I think we agree. I think the system cannot function 
if everybody were entitled to a precise answer as to how far they 
could go. 

Mr. DANIELSON. If you're dealing with a situation of a relatively 
small amount of dollars, that's one thing, but there is a tremendous 
amount of money involved in this situation and I am frankly troubled 
about what we ought to do. I don't know what we are going to do. 
We will try to do it as well as possible. I would say, first, don't worry 
about the mtervenors. This committee can put them in or it can leave 
them out. And I appreciate you would be opposed to including inter- 
venors as parties in the event this became law; is that correct ? 

Mr. HALPERIN. Yes, sir. 
Mr. DANIELSON. Don't worry about them, we can handle that one 

way or the other. 
ilr. Hughes of New Jersey ? 
Mr. HUGHES. NO questions. 
Mr. DANIELSON. Thank you very much, Mr. Halperin. We may be 

in touch with you for some more assistance, but right now you are free. 
Mr. HALPERIN. Thank you very much. 
Mr. DANIELSON. Our next witness will be the Honorable Burt Pines, 

city attorney for the city of Los Angeles, who is accompanied today 
by Mr. Edward Perez, deputy city attorney. 

Mr. AGNOST. Mr. Chairman, if you please, I am George Agnost, 
city attorney for the city of San Francisco. We are making a joint 
presentation with Mr. Burt Pines from Los Angeles and Mr. John 
Witt, city attorney from San Diego. 

Mr. DANIELSON. SO, you are having a tri-part type presentation. I 
think that is fine. Why don't you all come forward ? Are you sure you 
have no conflicts of interest ? [Laughter.] 

TESTIMONY OF BURT PINES, CITY ATTORNEY, CITY OF LOS 
ANGELES, ACCOMPANIED BY EDWARD PEREZ, DEPUTY CITY 
ATTORNEY; GEORGE AGNOST, CITY ATTORNEY, CITY AND 
COUNTY OF SAN FRANCISCO, ACCOMPANIED BY LEONARD 
SNAIDER, DEPUTY CITY ATTORNEY; AND JOHN W. WITT, CITY 
ATTORNEY, CITY OF SAN DIEGO 

Mr. PINES. Thank you, Mr. Chairman, We felt we might be able to 
save the committee time by dividing up the testimony ourselves. We 
have been together in these rate cases over the years. 

Mr. DANIEI^ON. Burt, just a second, we have a reporter. Now that 
the record may be intelligible can I have names and identities from 
left to right clockwise starting with the gentleman on the reporter's 
left? 

Mr. SNAIDER. My name is Leonard Snaider. I am with the city at- 
torney's office in San Francisco. 

Mr. AoNosr. George Agnost, city attorney from San Francisco. 
Mr. PINES. I am Burt Pines, city of Ix>s Angeles. 
Mr. WITT. I am John W. Witt, city attorney for the city of San 

Diego. 
Mr. PEREZ. And I am Ed Perez. I am with the city attorney of 

Los Angeles. 
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Mr. DANIELSON. Fine, I just wanted the record straight. Now, go 
ahead and proceed. 

Mr. PINES. Mr. Agnost is going to commence. 
[Complete statement follows:] 

STATEMENT OP GEOBOE AGNOBT, Cmr ATTOBNET, Crrr Airo COTJNTT OF SAM 
FBANCISCO, CALIF. 

The cities of San Francisco, Los Angeles, and San Diego oppose H.R. 229 for 
the following reasons. 

1. The dtles seek to insure that our citizens do not pay excessive utility 
rates. 

2. H.B. 229 is special Interest legislation designed to enjoin Judicially affirmed 
refunds and rate reductions to customers of General Telephone and Pacific Tele- 
phone. Utilities in California or anywhere else are not impacted by the legislation. 

3. The telephone companies' specter of lost tax eligibility, as presented In 
testimony to this committee, was contrived to escape refunds to customers. 

4. No basis exists to permit Pacific and General to escape their judicially 
affirmed refund obligation. 

5. Additional analysis of the defects of H.R. 229 and the background of the 
refunds and rate reduction obligation of General Telephone and Pacific Tele- 
phone is made In the statements of Burt Pines, dty attorney of Los Angeles, and 
John Witt, city attorney of San Diego. 

My name is George Agnost. I am the city attorney of the city and county of 
San Francisco. I was elected to that office in November 1977. I appear here today 
with Burt Pines, the city attorney of Los Angeles, and John Witt, the city at- 
torney of San Diego. We are making a joint presentation in opposition to H.R. 
229. 

The cities oppose H.R. 229 and view it as nothing more than an attempt by the 
Bell System to enjoin judicially affirmed refunds and rate reductions to intra- 
state phone customers. Not only, under H.R. 229, may these rate reductions pos- 
sibly be enjoined in the Federal courts, but the Bell Sy.stem legislation will even 
preclude cities who successfully won these rate reductions and refunds In various 
court actions from being parties in Federal court action where they may be 
enjoined. 

In this presentation, I will briefly explain the interests of the cities in intra- 
state rate proceedings and attempt to distinguish the intrastate rate issues from 
the Federal tax Issues. 

Mr. Pines and Mr. Witt will describe in detail the history of the Intrastate rate 
litigation that has led the Bell System to seek H.R. 229 and provide a detailed 
analysis of the defects in H.R. 229, empbaisizlng our opposition to any Interfer- 
ence with the Intrastate rate process and describing that the Instant issue of 
intratate rates is a narrow issue limited to California which should not justify 
broad Federal legislation opening the declaratory judgment statute. 

crriES' INTEREST 

The cities of San Francisco, Los Angeles, and San Diego are extremely active 
before the California Public Utilities Commission and on occasion before Federal 
regulatory bodies in the public utility ratemnking area. This Is not a new con- 
sumer fad for the cities. Our offices have been engaged for many, many years in 
appearing before regulatory bodies to Insure just and reasonable rates. Our 
interest is twofold. City government faces major expenditures for utility services. 
San Francisco, the smallest of the cities appearing before you today, has a 
telephone bill in the magnitude of $2,750,000 a year. More important than our own 
governmental costs of utility service, every one of our citizens Is virtually re- 
quired to use utility services. We view it as our duty to see that our citizens are 
not overcharged. 

The State Public Utilities Commission is sometimes unable to fully protect the 
interest of the citizens of our Cities. When the Commission is wrong only the 
Cities have the practical ability to seek reversal in the courts. Mr. Witt will 
show that we have been extremely successful litigants and have won rate re- 
ductions and refunds for our citizens by overturning excessive rate orders. 
Some of these refunds and reductions may be threatened by H.R. 229. In con- 
cluding this point, we are interested in the rate making impact of H.R. 229 on 
our citizens, and we clearly see H.R. 229 as an attempt to enjoin the major rate 
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reductions and refunds that we have won In the courts In the State of California 
and preserved in the federal courts. The refunds and rate reductions which the 
Cities have won are due and owing to all California customers of Pacific and 
General, not merely customers located in the Cities. 

RATE ISSUES  V.  TAX ISSUES 

We have reviewed the testimony of Mr. Hart and Mr. Dalenherg of the Tele- 
phone Companies. If one reads the testimony, one would think that the central 
issue of concern to the phone companies is a federal tax controversy. This is in 
error. What must be distinguished is a present rate controversy and a non- 
existent, contrived tax controversy. 

H.R. 229 is directed to a rate controversy. Pacific Telephone after losing In 
the State courts, the United States Supreme Court and the federal courts faces 
a rate liability for refunds In excess of $300,000,000. It is faced with the prospect 
of rate reductions of at least $80 million per year. General Is liable for similar 
refunds and reductions commensurate with their lesser number of customers. 
By the most conservative estimates, each General and Pacific customer in Cali- 
fornia should receive a $40 refund and have rates reduced by $8 per year. We 
expect the refunds and reductions to be significantly higher. 

For rate purposes, Pacific Telephone has taken the position that if it must 
make rate refunds, it will lose tax eligibility. It must be understood that Pacific 
Telephone has one position for rate purposes and one position for tax purposes. 
The telephone company's response to a rate commission's tax analysis and to an 
IRS tax analysis is far different. In some respects, the situation is analogous to 
a homeowner who when selling his home attempts to maximize the value of his 
home and gain the highest possible sales price. When he is faced with a property 
tax assessment, he attempts to minimize the value of bis home. 

For rate purposes. Pacific attempts to maximize its purported tax liability so 
it will maximize its rates and its profits. For tax purposes. Pacific attempts to 
minimize its tax liability and thereby maximize its profits. 

An example of this dual method of presentation appears in Pacific's attempts 
in 1972 to avoid a refund. The facts in that case are similar to the refund 
obligation in the present case. The California Supreme Court ordered rate re- 
dactions and refunds in City of Los Angeles v. Pacific Telephone, 7 Cal.3d 331 
(1972). Pacific asked the United States Supreme Court to stay the refunds and 
rate reductions. It told the United States Supreme Court: 

"Under the Court's order the Commission is required to reinstate the 1968 
rates. These rates are on the basis of accelerated depreciation with fiowthrough. 
In this situation the Internal Revenue Service undoubtedly will assert that under 
the Tax Reform Act of 1969 petitioner must compute and pay Its Federal in- 
come taxes for this period on the basis of straight line depreciation. Thus 
petitioner can be required to i«y millions of dollars in taxes, no part of which 
it will be able to recover in rates." 
The United States Supreme Court denied Pacific's plea and Pacific was in fact 
required to make refunds and rate reductions. When its rate plea failed and the 
refunds were made. Pacific then for tax purposes (contrary to its rate repre- 
sentations to the Court) claimed that it was eligible to use accelerated deprecia- 
tion. The IRS audited Pacific's taxes for the years 1970 to 1973 and aflSrmed that 
Pacific's eligibility was unimpaired. The threat of loss of eligibility was simply 
a cry of wolf to maximize rates. 

In the instant case. Pacific found itself again faced with rate reductions and 
refunds. Pacific sought to retain the overcharges by claiming it would lose tax 
eligibility. Pacific retained a former commissioner of the Internal Revenue Serv- 
ice, Mortimer Caplin. For rate purposes, he asked for an IRS ruling declaring 
Pacific ineligible for accelerated depreciation and investment tax credit benefits. 
Mr. Caplan's letter to the IRS on behalf of Pacific dated Septeml)er 29, 1977, 
stated: 

"Statement of position.—Although Pacific obviously desires to retain the eligi- 
bility for accelerated depreciation. ADR, the class life system and the invest- 
ment credit, it believes that the Decision clearly conflicts with the eligibility re- 
quirements for these tax benefits, and it cannot in good faith seek rulings that 
the Decision Is consistent with those requirements." 

For tax purposes when and If Pacific is ever challenged, Mr. Dalenberg has 
told the Commission that Pacific will then seek to retain eligibility. Pacific's 
Executive Vice President Latno told the press that Pacific would use the argu- 
ments the Commission and the Cities have adopted In an effort to retain eligi- 
bility in the event the IRS ever actually challenges eligibility. 
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The claimed threat to tax eligibility addressed in the testimony to this Com- 
mittee by Pacific and General is simply a tactic for the purpose of stopping an 
Intrastate rate reduction and refund. 

It must be further noted that if Pacific and General were concerned with the 
tax eligibility issue, they would l)e before Congress seeking a clarification in the 
tax law which would clearly confirm their eUgibllity. Instead, Pacific and Gen- 
eral are here seeking a means to enjoin an intrastate rate order requiring refunds 
and rate reductions. 

CONCLUSION 

H.R. 229 is designed to enable Pacific Telephone and General Telephone to 
avoid refunds and rate reductions created by past overcharges. Xo justification 
exists for such legislation. The defects of the legislation will be further detailed 
In the testimony of Mr. Pines and Mr. Witt. 

Mr. AoNOST. We represent the parties who so far are unknown to 
this committee; that is, the ratepayers of San Francisco, San Diego, 
Los Angeles, and the entire State of California. And we represent 
them as elected public officials. I am the elected city attoniey of San 
Francisco; Burt Pines is the elected city attorney of Los Angeles, and 
John Witt is the elected city attorney for San Diego. 

In our elected capacities, whe have brought action against the tele- 
phone company and, indeed, against the public utilities commission 
in the State of California to in.sure that the ratepavei-s of California 
were properly treated by the commission and b}' the company. As a 
result of our joint efforts, which involved .Toing to the California 
Supreme Court, twice, and going through the Federal system to the Su- 
preme Court of the United States twice, and in everv judicial instance 
we have prevailed on behalf of the ratepayers. To the extent that 
there is now owed approximately $400 million to those ratepayers by 
the company. 

This company takes the position that if they pay these rates they 
Avill somehow suffer a tax liability. The fact of the matter is. H R. 
229 is their response in an attempt to reverse the judicial record over 
the last 10 years of what has occurred. In order to maximize the rate 
earning capacity before the commission, the telephone company has 
tried to take advantage of its tax liability. Comins: before the com- 
mission thev have tended to maximize their tax liability and, of course, 
coming before the IRS they ultimatelv. if not presently, would take 
a position to minimize that liability. Under normalization our Cali- 
fornia ratepavers have already paid the company for these taxes and 
the question of whether or not the companies are entitled to eligibility 
bv making these payments is reallv something between them and the 
IRS. 

We feel quit« confident, as has happened in the past, they will be 
found to have retained eligibility. This specter of mass deficiencies 
is only an image and not the reality. Therefore, I ask this com- 
mission to have in mind that we should not try to change the equities 
of what has ocoirred. The equities have established that our rate- 
payers are entitled to a $400 million refund, and they are entitled 
to a rate reduction of $80 million a year. Also it should be noted that 
the real parties of interest in this matter are one, the telephone com- 
pany, and two. the ratepayers of California. 

The California Public Utilities Commission is not a real party in 
interest. They don't pay the taxes, and while they may use the phone 
system, they don't pay these rates. Our citizens pay these rates. 
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Because of our representation, we have so far secured for our citizenry 
a refund of $400 million. For the city alone we have secured close to 
$3 million in refunds. The question is about when shall it be paid. 

This proposed legislation seeks to add another layer of obfuscation, 
if you will, to this whole process. The companies are seeking to set up 
a system of declaratoi-y relief in which everybody but the real parties 
in mterest litigate the matter. This is so, under this proposed legis- 
lation, the rate-payers, through their elected representatives are ex- 
pressly precluded from coming in and insuring that the proper rat«s 
are maintained. 

"We are told that under this proposed legislation the rate can be set 
vis-a-vis establishing the tax liability or lack of it without participa- 
tion by the ratepayers simply as a matter between the commission and 
the company. 

I would say that  
Mr. MooRHEAD. Wouldn't it be easier, though, for the commission 

and for the cities and for eveiyone if some way could be found in ad- 
vance to determine what the tax liability was, so that when the com- 
mission set the rates, they would know what they were dealing with ? 
What the income was going to be and what the net proceeds were going 
to be? And they could make that determination in a fair manner for 
both the company and the citizens of California ? 

I think what we've got here is a situation where the commission 
doesn't know what the taxes are going to be, and the company doesn't 
know what their liability is going to be, and we are all fouled up. In 
some way or another there should be sense to this thing. 

Mr. AoNOST. The point is. Congressman Moorhead, that it would 
be a fair system in the last analysis if it were necessary, providing the 
ratepayers could participate in that proceeding. The ratepayers, by 
this legislation, have been expressly precluded from participating. We 
as elected representatives, are precluded from coming into that de- 
claratory relief action and setting the courts straight as to just where 
the equities lie. Have this in mind, it is the ratepayers that pay the 
taxes, not the company. The company collects the taxes from the 
ratepayers. 

Mr. MOORHEAD. Perhaps they could come in as a friend of the court ? 
Mr. AGNOST. Hardly. The legislation says we shall not be allowed to 

Earticipate. It is strictly between the commission on one side, which 
y the way is an administrative tribunal, and as such, it doesn't really 

have a justiciable interest. Whatever may be said for the matter, they 
are the Administrative Court. You have now proceeding before the tax 
court or the rate court for California and the telephone company. The 
rate court is really supposed to be the tribunal that makes the decisions 
as to rates. It, of course, should take into consideration what the tax 
liability is. But actually, that is not such an esoteric problem. Every- 
body in the United States has to consider what their tax liability is. 
This is true of every corporation, every private individual. And the 
fact of the matter is we are fairly successful at it. 

Mr. DANIELSON. Proceed, sir. 
Mr. AGNOST. For rate purposes, the telephone company has taken 

the position that it will lose tax eligibility. In 1972, this matter 
as essentially the same issue was presented to the California Supreme 
Court where reductions were ordered, and subsequently when the 
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company exhausted its judicial remedies, the IRS audited specific 
taxes for the years 1&70 to 1973 and affirmed that it still retained 
eligibility. 

So, in truth and in fact, the threat of loss of eligibility was really 
a matter of crying wolf and not a reality. In the instant case, the tele- 
phone company has secured the sei-vices of our former tax collector, 
Mr. Mortimer Caplin. Mr. Caplin sent a rather generally worded 
letter to the IRS asking whether or not they agreed that if the com- 
pany made the refunds that it would lose its eligibility. That's like 
asking the tax assessor whether we should pay taxes. 

The fact of the matter is that once these refunds are paid, the tele- 
phone company will be able to assert that it still has eligibility and 
the overwhelminfl; probabilities are that they will retain eligibility. 

Now, if there is any problem here, any problem of substance here, 
it is the threat of a deficiency assessment. That threat was created by 
the telephone company, and no one else. We had set up normalization 
procedures which had they been followed would have made even the 
possibility an impossibility. 

Mr. DANIELSON. Sir, you have just stated an overwhelming to use 
{'our word, conclusion. Would you give me some facts which would 
ead to support that conclusion ? 

Mr. AGNOST. Well, the fact of the matter is that if the telephone 
company was really concerned about its lack of eligibility it should 
not oe seeking to set up another layer of judicial review. It should be 
coming before this Commitee and other committees, if necessary, to 
assure legislatively that it will retain eligibility. And it really hasn't 
done so. This doesn't really address the problem which the telephone 
company says that they are concerned about the lack of eligibility. 
It doesn't address it at all. It just simply sets up another layer of ju- 
dicial relief. 

If I may address myself to that, in this day and age of inflation, 
we cannot close our eyes to the fact that the legal rate of interest 
on liquidated obligations is 7 percent, whereas the prime rate now that 
banks give their best customers is 12 and 13 and 14 and W percent. 

Mr. DANIELSON. Twelve and three-quarters, as I read it last. 
Mr. AoNOST. Twelve and three-quarters at a minimum, with the con- 

sequence that prolonging litigation, which has the effect of deferring 
payment of obligations that are liquidated, the company is making 
money. It is as simple as that. They are making the difference between 
7 percent and 12% percent. That is a very substantial amoimt when 
you have in mind that we're talking hei-e about $400 million in re- 
funds, and obviously maybe some tax liability that they say may ensue. 

So, they are saving money by simply prolonging the litigation and 
not addressing themselves to the problem. The problem is a very sim- 
ple one: Are they going to lose tax eligibility? That is between them 
and the IRS, and the U.S. Government, and that can be solved very 
Fimplv on. first, the administrative level and then if that is not suf- 
ficient, the logislativp lovol without havincto gotocourt. 

Mr. DANTT:r.soN. Incidentally, a recorded vote was noticed at 10:10. 
It is for the Committee of the Whole. Inasmuch as it is now 10:15.1 
recommend that we take a short recess, and I hope you gentlemen will 
ret'irn. We have to go to the floor. 

[Brief recess.] 
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Mr. DANIEUSON'. Very well. We can continue. 
Mr. Witt? 
[Complete statement follows:] 

SCMMABY  OF THE   STATEMENT OP JOHN  W. WiTT,  CiTT ATTORNEY OF THE CiTT 
OF SAN DIEOO, REOABDINO H.R. 229 

The City of San Dlego Is opposed to H.R. 229 and the proposed AT&T amend- 
ments for the following reasons: 

1. There is no need for additional Judicial review of state ratemaklng orders. 
2. Ratepayers or their representatives should be necessary parties in any 

declaratory judgment suit. 
3. Ratepayers or their representatives should be allowed to seek declaratory 

relief if public utilities and ratemaklng bodies are granted this OMX)rtunity. 
4. The bill, as currently worded, could open the door of federal district courts 

to all tyi)es of artful pleadings. 
5. The AT&T proposed amendments would limit the scope of the Johnson Act 

which has stood as a bulwark against federal judicial interference with state 
ratemaklng proceedings for 45 years, 

Mr. Chairman and members of the subcommittee, my name is John Witt and 
I am the City Attorney of the City of San Dlego, California. I was elected City 
Attorney in 1969, and reelected in 1973 and 1977. 

The City of San Diego appreciates the opportunity to make its views Icnown on 
H.R. 229, a bill to amend Title 28, United States Code, to provide for a federal 
declaratory judgment in certain cases involving public utilities. 

The City of San Diego, through its City Attorney, has participated in major 
utility rate eases, which affect its citizens, for many years. The purpose is to 
ensure that Its citizens pay only just and reasonable rates. 

San Dlego is opposed to H.R. 229 and the proposed AT&T amendments for the 
following reasons: 

1. More than adequate judicial review is currently afforded public utilities 
and there Is no need for additional review. 

2. The Bill limits the participation in a Declaratory Judgment case to the 
public utility, the ratemaklng body and the Secretary of the Treasury. No pro- 
vision is made for participation by ratepayers or their representatives. 

3. The pleading for a declaratory judgment may only be filed by the public 
utility or by the ratemaklng body. If, as has been the case in the California 
accelerated depreciatioa experience, the interested parties in a ratemaklng case 
disagree with both the utility and tlie ratemaklng body they would be foreclosed 
from seeking the relief proposed by the Bill. 

4. If the Bill is for the purpose of having a Federal District Court determine 
whether a ratemaklng body's rate order destroys the eligibility of a pul)llc 
utility for accelerated depreciation and the use of investment tax credits it 
should so state. As presently worded § 2202(a) could open the federal door for 
all types of artful pleadings. It is not inconceivable that the utilities would 
allege in federal district court that various exix-nse disallowances made by a 
ratemaklng body were simply a subterfuge for "flowing through" the benefits 
of accelerated depreciation and the Investment tax credit. 

5. The AT&T Proposed Amendment 4 is an attempt to limit the scope of the 
Johnson Act (28 USC §1342), which has stood as a bulwark against federal 
judicial interference with state ratemaklng proceedings for forty-five years. The 
Johnson Act l)eglns with the words, "The district court shall not enjoin, suspend, 
or restrain the operation of, or compliance with, any order affecting rates charge- 
able by a public utility. . . ." The Johnson Act has been Instrumental in protect- 
ing states' rights arising out of the Tenth Amendment of the Federal Constitu- 
tion from federal judicial intrusion. A utility currently has the right to federal 
review of a state ratemaklng order by means of a petition for a writ of certiorari 
to the United States Supreme Court and this should remain the only federal 
remedy. 

Pacific Telephone and General Telephone have proposed this BUI as a result 
of what has happened in California concerning the proper Intrastate ratemaklng 
treatment of federal tax expenses. A short historj- of the accelerated depreciation 
Issue In California Is necessary to determine what effect this Bill would have had 
If it were the law at the time the issue arose. 

Since 1954 the federal government has permitted straight line or accelerated 
depreciation in determining federal income tax liability. All major California 
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utilities other than Pacific and General Telephone have adopted accelerated de- 
preciation in computing and paying their federal Income tax and the California 
Public Utilities Commission has required the utilites to pass on the tax savng to 
the consumer in the form of lower rates (flow-through). 

Pacific and General Telephone, unlike the other utilities, refused to use ac- 
celerated depreciation in filing their income tax returns. On November 6, 1968 
the OPUC concluded that Pacific's management was imprudent in not electing 
to take accelerated depreciation and held that for purposes of ratemakiug Pacific 
would be treated as if It had obtained the tax saving of accelerated depreciation 
and that the saving would be flowed-through to the consumer in the form of 
lower rates (Decision No. 74917—69 CPUC 53). Notwithstanding this. Pacific 
continued to determine its federal tax liability using straight line depreciation. 

In the Tax Reform Act of 1969 Congress amended jl 167 of the Internal Reve- 
nue Code to provide that a utility could only switch to accelerated depreciation 
If it used a normalization method of accounting. 

In 1970 Pacific filed a general rate case and by motion sought an order from 
the CPUC expressing the CPUC's Intention to establish Pacific's co.st of service 
for ratemaking purposes on the basis of accelerated depreciation with normaliza- 
tion. The motion was opposed by the Commission's staff, the Cities of San Diego, 
Los Angeles and San Francisco as well as others. Nevertheless the CPUC issued 
an order authorizing Pacific to use accelerated depreciation with the normaliza- 
tion method of accounting (Decision No. 77984-71 CPUC 590). 

Under the proposed Bill it would appear that at this point in time (1970) no 
one could challenge the CPUC determination in the Federal District Court, but If 
the CPUC had denied Pacific's motion, then Pacific could have filed a pleading 
for declaratory relief. 

The City and County of San Francisco petitioned the California Supreme Court 
for a writ of review of the CPUC's Decision No. 77984 and the writ was granted. 
The California Supreme Court then annulled the CPUC's decision (City and 
County of San Francisco v. PuUic Vtilities Comm., 6 Cal.Sd 119 (1971)). The 
Court said: 

It thus seems clear the only reason It [Pacific] is not treated in this man- 
ner [accelerated depreciation and flow-through] Is that in prior years it 
Imprudently refusied to file returns on a basis of accelerated depreciation 
and then after the 1968 decision obstinately continued in its imprudent re- 
fusal. Id. at 128. 

The Court held : 
. . . the commission is not compelled to adopt one of the two extremes set 

forth above [flow-through v. normalization] but may adopt a comjiromise 
striking a profier balance between the Interests of the ratepayers and Pacific 
In the light of current federal Income tax statutes. Id. at 130. 

It is not clear where we would be if H.R 229 had been the law at this point 
In time (1971). Could both the CPUC and Pacific seek declaratory relief in the 
federal district court? Could the federal district court enjoin the decision of the 
California Supreme Court? If so, are the partie.s that brought the successful 
action in the California Supreme Court precluded from the federal district court 
declaratory relief action? Has an actual controversy between a public utility 
and either the Se<Tetary of the Treasury or a ratemaking body been created? 

In 1972 the California Siu)reme Court annulled another CPUC decision which 
set rates base<l on accelerated depreciation with a normalization method of ac- 
counting: (City of Los Anffcles v. Public Utilities Comm., 7 Cal. 3d 331), and 
again In 1975 the California Suirreme Court annulled the portion of a CPUC rate 
decision which set rates on a normalization basis (City of Los Angeles v. Public 
Vtilities Comm., 15 Cal. 3d 6S0), and remanded the case to the CPUC. 

Again It is unclear what the effect would have been if H.R. 229 had been the 
law at this point in time (1975). |2'202(a) says: 

A court shall issue a declaratory judgment, as provided in section 2201, in 
a case of actual controversy betweJen a public utility and either the Secretary 
of the Treasury or a ratemaking body, with respect to ratemaking or account- 
ing provlsion.s. . . . 

It is 8ubmltte<l that there was no controversy between Pacific and either the Sec- 
retary of the Treasury or the CPtTC. The controversy was between the Cities of 
San Diego, Los Angeles and San Francisco on the one hand and the CPUC and 
Pacific on the other. 

It was not until the CPUC Issued Its Decision No. 87838 In 1977, In compliance 
with the remand order of the California Supreme Court, that a controversy be- 
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tween the ratemaklng body and the public utility occurred. This controversy was 
taken to the California Supreme Court, the United States Supreme Court, the 
Federal District Court, the Ninth Circuit Court of Appeals, and back to the United 
States Supreme Court again. There is presently pending in the U.S. Supreme 
Court a petition for a writ of certiorari concerning Decision No. 87838. 

It Is respectfully submitted that more than adequate judicial review Is afforded 
public utilities at the present time and there is no need for H.R. 229. The passage 
of H.R. 229 could seriously disrupt the delicate balance of federal/state rela- 
tionships In regard to intrastate utility ratemaklng. There are serious questions 
that would be raised if H.R. 229 is passed. These questions involve state's 
rights under the Tenth Amendment and the possible denial of due process If 
ratepayers or their representatives are excluded from the judicial process. In 
addition is the problem of what happens to the normal judicial review process. 
In the California accelerated depreciation experience there was no dispute be- 
tween the public utilities and the matemaking body for many years—it was a 
dispute between the Cities and the CPUC as to the proper ratemaklng treatment 
of Pacific's federal income tax. Not until the California Supreme Court ordered 
the ratemaklng body to take certain action did a controversy between the public 
utility and the ratemaklng body occur. Does H.R. 229 now propose that the years 
of litigation in the California Supreme Court and the United States Supreme 
Cou!d I e vitiated by a federal district court? 

Thank you for your attention. 

Mr. WITT. Thank you, Mr. Chairman. My name is John W. Witt, 
and I am the city attorney for the city of San Diego. I was selected to 
that post in 1969 and reelected in 1973 and 1977. 

I was first appointed deputy city attorney in 1961 and in the latter 
part of the 1960's participated as the city's representative before the 
California Public I'tilities Commission when this dialog began, or 
at least in its very early stages. So, I have been around. 

I would also mention to you, Mr. Chairman, that each of us has sub- 
mitted to the committee a formal statement for the record and we are 
morely sumniarizinfl- the statement really this morning. 

Mr. DANIELSON. That is the procedure that this committee follows. 
And in case I have not already stated it, if there is no objection, the 
formal statements are received in their entirety and I hear no objec- 
tion, so they are in. 

Mr. WITT. Thank you very much. That is what I was aiming for. 
The city of San Diego, through the city attorney's office, has partici- 

pated in mapr utility rate cases for years and as I said, I have been 
personally involved in some of the litigation in ratemaking 
proceedings. 

Mr. Agnost has explained in his prepared statement why the cities 
are involved in these cases. My prepared statement sets forth the 
various reasons that the cities are opposed to the passage of H.K. 229 
and realizing the time constraints on the committee, I will not repeat 
those reasons here. 

I do, however, think it is essential for the committee to understand 
why this bill is being proposed by the Bell System. It is not only for the 
purpose of determining specific eligibility to take advantage of acceler- 
ated depreciation and investment tax credits, it's also for the purpose 
of getting a new weapon to attempt to forestall refunds and rate reduc- 
tions that have been ordered by the California Public Utilities Com- 
mission. If H.R. 229 had been the law during the long history of the 
litigution between the city on the one hand, and the California Public 
Utilities Commission and Pacific on the other, this would not have 
changed anything. 

In 1970 the Bell System had convinced the California Public Utili- 
ties Commission that the only proper ratemaking treatment of acceler- 
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ated depreciation was the Bell System's accounting approach to nor- 
malization. The cities disagreed and took the issue to the California 
Supreme Court on three separate occasions, in 1971,1972, and 1975. 

The commission finally complied with the court s direction to come 
up with a ratemaking approach which did not force specific ratepayers 
to pay millions of dollars in phantom taxes, that is to pay rates which 
included an allowance for taxes which would never be paid by the 
utility, thus forcing the ratepayers to contribute interest free capital to 
the utility. 

The commission issued this decision in 1977 and it rejected the Bell 
System normalization accounting and devised a normalization account- 
ing system of its own. Up until the 1977 decision there had been no 
controversy between a ratemaking body and the utility, so the provi- 
sions of H.R. 229 would not have come into play. 

Pacific appealed the 1977 decision through the State courts and to 
the U.S. Supreme Court. When it lost those appeals, it started all over 
again in Federal Ihstrict Court, the Ninth Circuit Court of Appeals 
and back to the U.S. Supreme Court. 

The petition for certiorari is apparently pending there. On August 
13 of this year the U.S. Supreme Court dissolved the last stay that nad 
been placed on the California Commission's 1977 decision and Pacific 
and General have now filed refund rate reduction plans. Pacific is 
proposing to make the refunds over a 5-year period, and that 5 years 
IS somewhat significant in terms of the immediate impact on the 
company. 

If H.K. 229 becomes law, there is not a shadow of doubt in anyone's 
mind at this table, I believe, that Pacific will be back in Federal Court 
in attempting to cancel any refunds that have not been made, and also 
in attempting to increase its rates. If the Bell System was sincere about 
its eligibility concerns, it would be petitioning Congress to change the 
wording of sections 46(f) and 167(1) of the Internal Revenue Code to 
insure that those sections do not impinge upon the intrastate ratemak- 
ing authority of the State, and to insure that utilities would remain 
eligible for accelerated appreciation and investment tax credits, re- 
gardless of what the ratemaking bodies did for intrastate ratemaking 
purposes. 

Mr. DANIELSON. Let me interrupt at this point. You are not, of course, 
summarizing your statementj which is OK with me, but the point I am 
trying to make here you say is that they are not going to be the subject 
to this tax liability. How do you justify that statement? 

Mr. WITT. I did not say that they weren't going to be liable for some 
tax liability. I said that their present plan is to^Oh, I am sorry. I 
haven't really addressed the question of their tax liability. What I was 
addressing was the question of the refunds to the ratepayers. 

Mr. HUGHES. Will the gentlemen yield ? 
Mr. DANTELSON. Yes. 
Mr. HUGHES. I gather the gentleman's point is indeed if the utility 

were sincere in their eflforts to try to address the tax question, they 
would be in before the Congress trying to get Ways and Means or 
other committees to look at the specific provisions that apparently have 
to be interpreted. 

Mr. WITT. Exactly. And as Mr. Pines pointed out just a moment ago 
to me we don't even know that they are ever going to have any tax 
liability. 
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Mr, HUGHES. If the gentleman would yield further ? 
Mr. DANIELSON. Surely. 
Mr. HUGHES. DO you Jmow of your own knowledge whether or not 

the utility has made an effort to get any of the committees in the Con- 
gress to look at that specific provision in the Internal Kevenue Code 
54 as amended ? 

Mr. Wrrr. Not since last time it was amended. 
Mr. HUGHES. There's been no application ? 
Mr. Wrrr. Not that I'm aware of. 
Mr. HUGHES. Thank you, Mr. Chairman. 
Mr. DANIELSON. I believe you said not since the last time, but the 

sentence was not concluded. 
Mr. Wrrr. The last time that 46(f) and 167 (1) and (m) were 

amended. 
Mr. DANIELSON. You don't think there's been any since that time? 
Mr. Wrrr. Not to my knowledge. 
Mr. DANIELSON. You said you don't know that there will be a tax 

liability. Do you know that there will not be a tax liability ? 
I Mr. WITT. Well, that I assume is up to the Internal Kevenue Service 

in the future. 
Mr. DANIELSON. That is the point that I hope you will keep in mind. 

As I understand the position of the utility, they are not sure that they 
will have a tax liability, but they are also not sure that they will not 
have a tax liability. Their liability, if any, imder this law, because of 
accelerated depreciation and investment tax credit plus the impact of ' 
the flow-through order is one that puts them where they aren't sure 
whether they are going to have a tax liability or not, and therefore, 
whether they are going to be able to refund out of a tax saving or out 
of what, I don't know. 

Mr. WITT. Well, all I can say to that is to my knowledge the com- 
pany has never tried for a statement of eligibility before the IRS up 
to this point. We have no reason to believe that the IRS is not going 
to approve the system as previously approved by the California Public 
Utilities Commisison. With all due respect to you, Mr. Chairman, you 
described the Pacific Company as "the poor little guy in the middle." 

Mr. DANIELSON. Well, I think you understood that to be a rhetorical 
comment. [Laughter.] 

The record will be complete on this point because I immediately 
followed it up pointing that out whether you heard that or not. 

Well, the record will speak for itself, and in case it doesn't, you now 
understand the position that it was rhetorical; correct? 

Mr. Wrrr. Yes, sir. 
The catch-22 the company finds itself in is one entirely, however, I 

would submit to you, of its own making. As the California Supreme 
Court has pointed out on several occasions, the Pacific Co.'s imprudent 
management decision to resist accelerated depreciation from the out- 
set coupled at Mr. Halperin from the Treasury pointed out with 
A.T. & T.'s urging of the amendment to the Internal Revenue Code, 
which places them in the position they are now bitterly complaining 
about, seems to us to be a little interesting in respect to this catch-22 
position that they are now in or they say they are in. 

Mr. DANIEW!0N. I say they are in. Go ahead, proceed. 
Mr. WITT. Well, they say "it, too. 
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Mr. DANXELSON. SO does the Internal Revenue Service say that. At 
least that is what Mr. Halperin's testimony here a little while ago 
was. 

Do you know positively that they will or will not be exposed to a 
tax liability after tliis matter is finally resolved? 

Mr. WITT. Assuming the Internal Kevenue Service is going to ad- 
dress the question impartially. 

Mr. UANIEUSON. YOU may assume that. Go ahead. 
Mr. WITT. I can't give you a positive answer until they have decided 

the issue. 
Mr. DANDEUSON. That's correct. That's the whole point. You can't 

give us a positive answer. Internal Revenue says they can't give us a 
positive answer. Maybe the telephone company is trying to pull some- 
thing over on us lieie, but tlicy say they can't give a positive answer. 

I keep seeking for someone who can give us a positive answer, and 
that is the whole purpose of this bill—is to set up the courts as an 
instrumentality which will give a positive answer. Maybe we shouldn't 
do it. We will reach that conclusion much later, but what is sought 
here is some way to get a declaration of the rights and obligations oi 
the parties without waiting interminably. That is the idea. 

Mr. WITT. Well, Mr. Chairman, if the committee decides there is a 
need for a change in the declaratory judgment statute, we have drafted 
a suggested revision of the wording of section 2201 (a) of H.R. 229, and 
if the committee is interested in receiving it, we will submit it at tliis 
time. 

Mr. DANXELSON. Please do. Without objection, we could include it 
in the record at this point. Do you have a copy ? 

Mr. WITT. Yes, we have several. 
[The complete statement follows.] 

SDOOEBTED REVISION TO THE WOBDIKO OF SECTION 2202(a) OF H.R. 229 BT THE 
CiTT OF SAN DIEOO 

SECTION   2202(a)    CERTAIN   TAX   OONTBOVEBSIEa 

(a) A federal district court may issue a declaratory Judgment, as provided 
In section 2201, In a case of actual controversy with respect to the eligibility 
of a public utility to utilize the accounting provisions of section 46(f), 167(1) or 
167(m) of the Internal Revenue Code of 1954. A pleading for a declaratory judg- 
ment may be filed only after a ratemaking body has issued an order, opinion or 
decision producing the actual controversy; however, in no event shall a plead- 
ing for a declaratory judgment be filed if the highest court of the State having 
jurisdiction over the ratemaking body has afHrmed the order, opinion or decision 
of said body. Any party to the proceeding which resulted in the order, opinion 
or decision may file the pleading. In any such case the Secretary of the Treasury 
shall be joined as a party in the action; and any party to the proceeding which 
produced the controversy may intervene in the declaratory judgment action as a 
matter of right. In connection with any action brought under this section, the 
district court shall not enjoin, suspend or restrain the operation of, or compli- 
ance with, any order affecting rates chargeable by a public utility and made by 
a State administrative agency or a ratemaking body of a State political subdivi- 
sion. 

Mr. WITT. I would just summarize what is contained in it. First it 
leaves the discretion with the Federal district court as to whether 
it will issue a declaratory judgment or not; by changing "shall" to 
"may" in the "first sentence of the legislation. 

It insures there wUl be no Federal-State conflict between a decision 
of the highest court of a State and a Federal district court. It allows 
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ratepayers or their representatives to seek declaratory relief. It aUows 
ratepayei-s to intervene as a matter of right in any Fexieral declara- 
tory judgment action and prohibits the Federal district court from en- 
joining, suspending, or restraining a State ratemaking order—in other 
words insuring that the Johnson Act, section 1342 of title 28 of the 
United States Code, is not abrogated. 

Mr. DANBELSON. IS that substantially the same as the resolution 
which was adopted a few weeks ago by the Association of Regula- 
tory Agencies, the resolution that has been offered by former Senator 
Sturgeon of California ? 

Mr. SNAEDER. I believe there is one difference. I believe the NARUC 
resolution encompassed all Federal tax questions, rather than just 
the accelerated depreciation and investment tax credit. What we have 
done here is limited our assumptions to investment tax credit and ac- 
celerated depreciation, and assuming you want declaratory relief, we 
have put in what other conditions they had  

Mr. DANIELSON. Would you spell that acronym for the reporter? 
Mr. SNAIDER. Yes. Capital N-A-R-U-C. 
Mr. DANIEIBON. Thank you. Very well. Proceed, please, with your 

statement. 
Mr. Wrrr. I'm finished, and Mr. Pines will proceed. 
[The complete statement follows:] 

STATEMENT OF BUBT PINES, CITY ATTOBNET, LOS ANOELES, CALIF., ON H.R. 229 

StrUMABT OF STATEMENT 

The Los Angeles City Attorney's Office has a strong interest and a long history 
of representing the City and its citizens ratepayers in major utility matters. H.R. 
229 is objectionable because it does not grant the ratepayers and their representa- 
tives equal access and participation in the federal proceedings. 

H.R. 229 represents a further effort by the telephone companies to avoid the 
implementation of California Public Utilities Commission Decision 87838. PUC 
Decision 87f38 orders refunds approximating $400 million in overcharges. This 
has been estimated to be approximately $30 to $40 per ratepayer. 

H.R. 229 is unnecessary. The telephone companies already have adequate 
remedies to resolve the eligibility issues in the federal courts. 

As a result of its broad language, H.R. 229 VFOuld encourage intervention by the 
federal courts in Intrastate ratemaking. This is contrary to the longstanding 
federal jwlicy represented by the Johnson Act. 

Under H.R. 229 it is likely that a federal court will issue an injunction pursu- 
ant to its equitable power and thereby interrupt intrastate ratemaking, contrary 
to the federal policy underlying the Johnson Act. 

While declaratory relief has been allowed for resolving some tax Issues, the 
policy reasons warranting such exceptions are absent in the case at hand. 

Mr. Chairman and Committee Members, thank you for the opportunity to 
address this Subcommittee. I am the City Attorney of Los Angeles. I was first 
elected City Attorney in 1973 and re-elected in 1977. Prior to my election as City 
Attorney, I served as an Assistant United States Attorney and also practiced law 
In the private sector. 

BOLE OF THE CITT ATTOBNET IN BATEMAKING PB0CEEDIN08 

My appearance here today is consistent with the historical role of the City 
Attorney's Office in ratemaking proceedings in the State of California. Our office 
has actively represented the City and its citizens in ratemaking proceedings for at 
least the last 20 years. It has been our policy to intervene in all major telephone 
and gas ratemaking cases before the Public Utilities Commission ("PUC"), 
usually joining with the Cities of San Diego and San Francisco. 

The City of Los Angeles itself is a large consumer of utility services and has a 
strong interest in all ratemaking proceedings affecting it. Its combined telephone 
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bill for Pacific Telephone and Oeneral Telephone services exceeds f4 mUll<m 
annually. The average citizen also has an interest, but has neither the resources 
nor expertise for effective representation before the PUC. Our office assumes the 
role of advocating the Interests of ratepayers. 

Our participation, and at times opposition to the utilities has been instrumental 
in the decision-making process. Furthermore, when the PUC has ruled incorrectly, 
appeals by our office and the Cities of San Francisco and San Diego have been 
necessary to remedy the error. 

As a participant in rate cases, Los Angeles has the right to appeal an imfavor- 
able Commission decision directly to the California Supreme Court. Such appeals 
are necessary to balance the rights of the ratepayer with that of the utilities. 

H.R. 229, as presently drafted, does not provide for equal access and participa- 
tion by the Cities and other interested parties in the federal proceedings. This is a 
significant defect of the bill, which could deny representation to the ratepayers, 
even though they are parties to a related PUC case. 

H18T0BT OF THE INSTANT BATE CASK—^DECISION 87838 

It would be useful to this Subcommittee to be aware of the history of the 
California ratemaklng case, which spawned the telephone comptanles" efforts to 
amend 28 USC 2201. That case concerns the proper ratemaking treatment of the 
benefits of accelerated depreciation and Investment tax credits. In this respect, 
"normalization" accounting is the ratemaking methodology which provides all 
of the benefits to the utilities. "Flow-through" accounting is the methodology 
which provides all the benefits to the ratepayer. 

After the passage of the 1954 Internal Revenue Act, the PUC adopted "flow- 
through" accoiintlng for all utilities that elected to use accelerated depreciation. 
All major utilities in California, with the exception of Pacific and General Tele- 
phone, adopted accelerated depreciation with "flow-through." Pacific and General 
(hereinafter "telephone companies") refused to take advantage of the tax savings 
resulting from accelerated depreciation and Investment credits, and elected to pay 
higher taxes. 

In 1968, the PUC decided that telephone rates should be set on the premise that 
the telephone companies had adopted accelerated depreciation with "flow-through" 
and had utilized the investment tax credits. The rationale was that management 
was "imprudent" for failing to use these benefits (as all other major utilities did), 
causing the ratepayers to pay higher taxes. The telephone companies did not ap- 
peal the PUC's order to the California Supreme Court. Instead, they successfully 
lobbied for a change In the income tax law. Internal Revenue Code Sections 46(f), 
167(1) andl67(m) (the subject of H.R. 229) were the result. The discussion below 
refers to Section 167(1), but the basic arguments can also be applied to Sections 
4e(f) andl67(m). 

Under the telephone companies' Interpretation of Section 167(1), utilities that 
previously elected to use accelerated depreciation with "flow-through" could re- 
main on "flow-through" without losing the tax beneflts. However, if a utility such 
as the telephone companies had not previously elected accelerated depreciation, 
it could only obtain the tax beneflts of accelerated depreciation If It was per- 
mitted by the PUC to use "normalization" accounting for ratemaking puriMses. 

The telephone companies subsequently persuaded the PUC to permit them to use 
accelerated depreciation with "normalization" (that is, the telephone companies' 
version of "normalization") on the basis that current tax law precluded the PUC 
from adopting accelerated depreciation with "flow-through." The Cities appealed 
to the California Supreme Court, and In 1971 the decision was overturned and 
remanded back to the PUC. Two additional attempts by the telephone companies 
and the PUC to implement accelerated depreciation with the telephone companies' 
normalizalon methodology were struck down by the California Supreme Court in 
1972 and 1975, respectively, again as a result of the Cities' appeals. 

In 1977, the PUC, in Decision 87838. adopted a "normalization" methodology 
which was upheld by the California Supreme Court in 1978. In this last proceed- 
ing, the telephone companies were the appellants and the Cities defended the 
action of the PUC. After losing, telephone companies unsuccessfully appealed to 
the United States Supreme Court. 

The companies then decided to seek unprecedented injunctive and declaratory 
relief In the federal courts. They lost in their attempts In the District Court and 
In the Ninth Circuit Court of Appeals. On August 3, 1979, Justice Rehnquist 
denied their request for a further stay of the decision. Currently, the Issue is 
before the United States Supreme Court by way of a writ of certiorarl. It is 
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anddpated that the Supreme Court wiU soon rule on the writ, and we are 
optimistic that the writ will be denied. 

I believe this historical review is necessary In order to put H.R. 229 in its 
proper perspective. A.s evident, Pacltlc and General have spent over a decade 
attempting to secure accelerated depreciation with telephone company "normal- 
ization,'" Now that the litigation is virtually complete, the companies, by way of 
H.R. 228, are making a last ditch effort to obtain remedial legislation which could 
further delay Implementation of the PUC decision. At stake Is approximately 
$400,000,000 In overcharges and Interest due California telephone users plus 
prospective reductions approximating $80,000,000 annually. It Is estimated that 
the average telephone user will receive between $30 and $40 for past overcharges. 
The prospective rate reduction approximates 75 cents per telephone user per 
month. 

The telephone companies have filed two refund plans with the PUC. One plan 
asks the PUC to amortize the refunds over a flve-year period. In the event such 
a plan were adopted, and H.R. 229 enacted, it is likely the telephone companies 
will seek another declaratory Judgment and request an Injunction to stay the 
PUC decision pending resolution of the federal action. Our concern is that in 
the absence of a specific prohibition against iujunetive relief, a federal court 
could issue an injunction under its equtable powers and further delay the refund 
to consumers. 

ADDITIONAL  OBJECTIONS 

We believe that H.R 229 is unnecessary. The tax problem Is unique to the two 
telephone companies in California. The energy utilities in our State have all 
elected accelerated depreciation with "flow-through" and are not In need of this 
legislation. Those remaining California utilities with requests respecting In- 
vestment tax credits have recently received favorable IRS rulings. 

After 10 years, the current ratemaklng controversy between the Commission, 
the telephone companies and the three Cities is about to conclude. The telephone 
companies have ready access to the federal courts through existing procedures 
to resolve any eligibility issues. If the IRS denies eligibility and issues a notice of 
deficiency, the companies may file an appeal in the Tax Court or bring a refund 
suit in the District Court. 

Another problem with H.R. 229 Is tliat it allows declaratory relief "with re- 
spect to the ratemaklng or accounting provisions" of the sections designated. Such 
a law would open a "Pandora's Box" and encourage a vast amount of litigation 
and federal intervention in state ratemaklng Issues. The Johnson Act, 28 U.S.C. 
1342, was enacted to preclude that type of federal court activity. This well 
established policy should not be overturned. 

H.R. 229 is also inappropriate because the policy reasons warranting an excep- 
tion to the rule against declaratory Judgments in tax cases are lacking in the 
present circumstances- Where declaratory relief has been permitted, for example, 
In claims for exemptions for charitable organizations and municipal Iwnds, there 
was no Judicial review otherwise possible from an adverse IRS ruling. By con- 
trast, the telephone companies do have a Judicial remedy in the federal courts 
from an unfavorable IRS ruling. 

If the telephone companies had adopted accelerated depreciation with "flow- 
through" as all other utilities did after the enactment of the 1954 Internal Rev- 
enue Act, we would not have this problem today. Moreover, if the eligibility 
question does materialize, it will be resolved by the federal courts and we will 
not have this problem in the future. Therefore, we respectfully urge that your 
Subcommittee reject this unnecessary and undesirable legislation. Thank you. 

Mr. PINES. Thank you, Mr. Chairman. My statement is in the record. 
My purpose here is to summarize the objections that we have to this 
measure and, as much as possible, to try to respond to some of the very 
pood questions that you and Congressman Moorhead and Congressman 
Hughes have raised so far, that I think, are really focusing the atten- 
tion of the committee. 

Very briefly, though, by way of a broad perspective on this measure, 
we are here today, as you know, because we are concerned about the 
$400 million in refunds that have been labeled overcharges now due 
our California constituents. That is between $30 and $40 per house- 
hold. It means $8 to $9 reductions—about $80 million in the future. 
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That is what is at stake, and we are, of course, here because we feel 
this is a last-ditch effort by the telephone company to try to avoid those 
refunds, hoping that this will go through, hoping that a Federal court 
pursuant to its inherent powers will issue an injunction and stay the 
proceedings, and that some way or another that could effect these re- 
funds in the future. 

And as you know, this issue has been going on now for the last decade 
in the State of California, and it has been the cities who time after time 
have had to take the phone company and the PUC, under a prior 
PUC, to the California Supreme Court. 

But to reach the result that we now have in the State of California, 
I know that is something that everyone on the committee is concerned 
about, and yet I also realize your concerns that there be some kind 
of answer to what appears to have been a real problem that the phone 
company has. There are objections to the bill, some of which you are 
aware of. 

One is that it fails to provide the kind of equal access to the courts 
that, on the part of the ratepayers and their representatives—it has 
been the cities on behalf of the ratepayers that have kept this issue 
alive. And if this bill had been in effect 5 years ago. let's say. when there 
was no issue between the phone company, the IKS, and the PUC, 
everyone was assuming eligibility would be lost—that there was no 
way this could have gone into the Federal courts, or if it did go in, 
it would have been a very friendly lawsuit. It would have been essen- 
tial at that time for the cities and the ratepayers to have been a party 
and to think that the matter simply could have been removed next 
door to the Federal court, so to speak. 

Mr. DANrELSON. You're saving there was no controversy ? 
Mr. PINES. It was the cities that put the matter into controversy. 

It was the cities that said we don't think the phone companies are 
going to lose eligibility; you should not assume that. And it is the 
cities that took that view all the way to the supreme court and got 
the supreme court to agree with us on that issue for ratemaking 
purposes. 

Mr. D ANTELSON. Let me interiect. 
Mr. PINTS. It would have been important for the cities to be in- 

volved all the way along. 
Mr. DANIELSOX. Let me interject a question, and I appreciate your 

summarizing. And I trust you're not done, because you have other 
points here, but what you are saying in essence is that 5 or 6 years 
ago, the public utilities commission and the telephone companv, and 
insofar as we knew at that time, the Internal Revenue Service had no 
controversy. Therefore, there would have been no basis for declaratory 
judgment. 

Mr. PINES. That's correct. The PUC went along with the phone 
company and assumed there would be a loss of eligibility and did not 
pass the benefits on. 

Mr. DANIELSON. And it was not until the California Supreme Court 
interpreted the Internal Revenue Code to mean, in effect, that there 
would not be a loss of eligibility for the tax benefits, that the contro- 
versy arose. 

Mr. PINES. That is correct. 
Mr. DANIELSON. When did that first take place? 
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Mr. PINES. The cities brought that to the California Supreme Court. 
Mr, DANIELSON. When did that judgment first come down? 
Mr. PINES. It was in the midseventies. 
Mr. SNAIDER. The very first judgment was in 1971, and the Cali- 

fornia Supreme Court said that even if they lost eligibility, it didn't 
impede ratemaking options open to the commission. But the first 
and really the most definitive discussion is in the 1971 case. There wsa 
a 1972 case and a 1975 case where there were full written unanimous 
opinions of the California Supreme Court. 

Mr. DANIELSON. But it is the 1975 judgment that is controlling, and 
what it amounts to is that the California Supreme Court has said that 
the telephone company will not lose its eligibility. Is that correct ? 

Mr. PINES. NO ; it did not reach that ultimate issue. But by the same 
token, it criticized the PUC for assuming that issue and felt that there 
would be a way that the benefits could be passed on to the consumer. 

Mr. DANIELSON. The PUC position was then that they would lose 
their eligibility ? 

Mr. PINKS. Yes. 
Mr. DANIELSON. And the Supreme Court says you've gone too far. 

You cannot conclude that they will lose their eligibility ? 
Mr. PINES. Yes. And the matter was remanded to the PUC. And 

it is because of that remand—again, that was because the cities brought 
it there—that we have the order today. 

Mr. DANIELSON. I'm going to give the cities credit for everything, 
so you don't liave to repeat that. 

Mr. PINES. Well, I say that to make the point that is essential that 
the cities be a party to these matters. Congressman, that is the reason 
I'm saying; not to slap mvself on the back. 

Mr. DANIELSON. I'm thinking of a different thing. I'm thinking 
how can the telephone company be sure today or tomorrow that it will 
not lose its eligibility for the tax benefits, if the reduction realized by 
the benefit is passed through to the consumer ? 

Mr. PINES. Let me respond to that, which leads to the next point. 
And I know this is something you've been getting at. 

For one thing, the telephone company does have remedies. It has 
the normal remedies available to any taxpayer an appeal to the Tax 
Court, if there is a notice of deficiency—and by the way, that would 
come up soon, because their 1974 audit is about done of. of course, the 
refund action in the district court. Those are remedies available, and 
they can get that determination. 

Mr, DANIELSON. In the foreseeable future? 
Mr. PINES. Yes; they could get it in the conceivable future. Fur- 

thermore, I would submit to you that those kinds of remedies provide 
the strongest test of the issue. 

Our concern would be that if you had the declaratory judgment in 
effect, all the motivation on the part of the phone company in the past 
was to take the view that they would lose elisibility because that al- 
lows them, of course, to avoid any rate refunds to the consumers, to 
avoid passing on these benefits to the consumers, to keep all of this 
capital but, by the same token, allows them to take full advantage 
of the tax laws that have allowed for the accumulation of this capital. 

Mr. DANIELSON. But wait a minute, did not the tax law, assuming 
now that they would not pass it through which was one of your hy- 



198 

potheses a moment ago—assuming that, would not the phone company 
be required to utilize the savings for capital investment f 

Mr. PINES. They, of course, were doing that. There is no dispute 
on that. 

Mr. DANIELSON. SO they weren't putting it in the locker some place ? 
Mr. PINES. No. 
Mr. DANIELSON. They weren't keeping it in the sense of buying 

treasury notes or something like that. They would have to spend it. The 
tax law requires that they spend it for capital investment. 

Mr. PINES. It was utilized for capital investment, but the PUC has 
taken the view that some of the benefits ought to be passed on to the 
ratepayers. And I might mention that only approximately 25 percent 
of those benefits are being passed on—not 100 percent. They are still 
keeping 75 percent of those tax benefits for capital purposes. 

But you have to keep in mind that most of the utilities in California 
flow those benefits through and that in ratemaking, it is felt properly 
that a lot of these benefits should flow through to the consumer. There s 
nothing wrong with that, even though the tax laws allow the companies 
to accumulate this capital. 

Mr. DANIELSON. Is it your position that the cities take the position 
that the Internal Revenue Code should be so construed that the utility 
may have the option of flowing it through or utilizing it, and in either 
instance, it has derived the tax benefit. Is that correct? 

Mr. PINES. Yes; and that ties in with the question Congressmen 
Hughes and Moorhead both mentioned, that if the company wanted a 
direct answer and a definitive ruling on this, it is not through declara- 
tory relief. You don't know how a Federal court is going to rule. We 
can't say one way or the other right now what they're going to do. 

If you want that relief, you amend the Internal Revenue Code to 
protect their eligibility in this kind of a situation, and then it is done 
with. 

Mr. DANIELSON. I smile slightly, because you probably don't realize 
how difficult that is. I'm not sure but what declaratory relief is in- 
finitely faster. [Laughter.] 

Mr. PINES. You are more of an expert on that process than I am. 
But. again, why isn't the phone company asking for that ? 

I think the answer is simple, because if thev got that rulinff, there 
would be no question they would have to make these refunds to the rate- 
payers of California. They wouldn't have the excuse that they would 
lose eligibility and would have to make these refunds. 

What they are trying to do here, of course, is have their cake and eat 
it too. They want all of the benefits of the tax laws to accumulate as 
capital, but they don't want to pass it on to the ratepayers through 
this PUC order! 

Mr. DANIELSON. Well, I always assume that to be true. Isn't that 
human nature? 

But let me ask you—this is pertinent. You talk about this $400 mil- 
lion in refunds. Can vou tell me whether—I want the record to reflect.— 
has all or anv nart of that been made ? 

Mr. PINES. NO. 
Mr. DANIELSON. NO part of it ? 
Mr. PINES. NO ; there are payment plans now before the PUC. 
Mr. DANIELSON. But no part has been paid ? 
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Mr. PINES. NO; but it should be paid before the end of this year. 
Mr. DANIELSON. NOW wlien those payments are made, if they are 

made, do they cary with them interest ? 
Mr. PINES. Yes. 
Mr. DANIELSON. At what rate? 
Mr. PINES. Seven percent. Of course, there is an economic incentive 

for delaying this when you think of the cost of borrowing capital. 
Mr. DANIELSON. I'm aware of that, you may remember, and it is 

still true, even in California, that one of the ways insurance companies 
make their money is to set up a reserve every time there is an accident 
and then sit on it for the period of limitation before they pay out, 
because they have collected all of that good, juicy interest for 3 or 4 
or 5 years. And then when they pay out, they have had the benefit of 
free captial. That is why the insurance companies own Wilshire Bou- 
levard. [Laughter.] 

But we can't cure that here today. Go ahead. You are doing us a 
lot of good. 

Mr. PINES. Congressman, I was making the point that the present 
remedies are the best remedies, because it really forces the Pacific 
Telephone into an adversary position with the IRS at this point be- 
cause they know they're going to have to pay those refunds, where 
in the past all of their incentive were to get a ruling from the IRS 
that they would lose eligibility. 

And the declaratory relief action could very much have been a 
friendly lawsuit, where they are trying to get the very ruling that 
they finally have gotten. As evidence of that, of course, is their re- 
?uest to the IRS—an^ I might mention they have gotten a ruling 
rom the IRS, a preliminary ruling, that they would lose eligibility. 
But when you look at the way that was raised, Mr. Caplin's letter 

which is in the San Francisco statement states that the phone com- 
pany cannot, in good faith, seek a ruling from the IRS that they are 
going to be able to maintain eligibility. I mean, the whole way the 
issue was presented to the IRS was to obtain what they wanted—was a 
favorable or unfavorable ruling, depending on how you look at it, 
but basically the ruling that they would lose eligibility, and that same 
thing could happen in the declarator^' relief posture. 

The better, of course, and the best way to test the issue is through 
the normal appellate procedures allowed in tax cases which they still 
have. And even if the PUC is proved to be wrong, even if there is a 
loss of eligibility, let's assume that the worst happens  

Mr. DANIELSON. I was just going to ask vou, now, hypothecate that 
the ultimate ruling is that they lose eligibility. Now what's going to 
happen ? 

Mr. PINES. I>et's look at that first. First of all. the phone company 
does have reserves set aside. Second, any kind of a deficiency can be 
paid over a period of time. And most importantly, the PITC is going 
to make adjustments in their future rates, giving them rate increases 
to make up for this. And that is going to happen in the future. We 
can assume the PITC is going to act responsibly, and that is the way it 
should occur. As costs go up, expenses go up. That can be accounted 
for in the ratemaking process. 

Mr. DANIELSON. Suppose, again, hypothetically here, suppose that 
the refunds are paid in toto. Suppose that thereafter the Internal 
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Revenue Service, the Supreme Court—there is an ultimate decision 
that they have lost their eligibility, so therefore they have paid these 
refunds out of thin air, in other words, how can they recoup that 
money ? 

Mr. PINES. They can recoup it from future rate increases. 
Mr. DANIELSON. The PUC—may it give a future rate increase to 

cover, in eflFect—what in effect was a retroactive loss ? 
Mr. PINES. It will provide a rate increase to cover present costs. 
Mr. DANIELSON. Present costs will be paying the old bills, in other 

words ? 
Mr. PINES. Yes. 
Mr. DANIELSON. I'm sorry to interrupt. Please continue, but these 

questions come up now and again. 
Mr. PINES. That would be the theory. We have someone from the 

PUC who can address that even further. But the idea is that the 
PUC wants to insure that the phone company, as any utility, is re- 
ceiving a fair rate of return. And it can look at the companies' financial 
picture is at that time and provide relief by way of an upward rate 
adjustment if that becomes necessary. 

Again, that is only if a final Federal court tells them that they've 
lost eligibility. 

Mr. DANIELSON. Well, that was the hypothesis. 
Mr. PINES. We think the best way for that issue to be tested is 

through the remedies they have now which can be pursued very 
quickly. 

Our other concern is that with this bill in place, it just opens the 
door for Federal injunctions, Federal interference in State ratemaking 
cases, all of which is contrary to the longstanding policies that the 
Federal Government has had by way of the Johnson Act. That is a 
major policy change which ought to be avoided if it is unnecessary. 

Furthermore, we think that declaratory relief is not an appropriate 
remedy in this kind of a matter. You know, you can easily see the 
benefits of declaratory relief when you want to interpret a statute. 
There it is—the four corners. You (ion't need much in the way of a 
record. It is fairly clear and easy to deal with. 

The ratemaking process is a fluid one. It can constantly change. 
There are all kinds of commutations and permutations between total 
flow through or total normalization, and if you change any one of 
these facts, that may influence the Federal court. And you can have a 
situation where every moment people are going back into the Federal 
court to see if this fact makes a change, and the process never ends. 
You can eventually come out with a final PUC order that is different 
from the facts earlier presented by way of the declaratory relief 
process, and now you have a second case. So you are just encouraging 
excessive litigation in a very difficult area where it is hard to define 
what will come within the tax laws and what will go beyond the tax 
laws. And that is unique in ratemakiag cases. 

And I don't think it is wise to expand declaratory relief into this 
kind of an area, if it can be avoided, if there are other solutions. And 
I have tried to point those out. 

I further would submit that this problem has by and large been 
unique to California. I can't say it isn't going to happen elsewhere, 
but we can say it is going to happen elsewhere. And without that kind 
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of national concern, this kind of drastic change in the tax laws do 
not seem warranted. 

We ought to have much more experience under our belt to warrant 
expanding the tax laws, or rather the Federal procedures, this much. 
And I think it is premature at this point to do so. 

Mr. DANIELSON. I might comment on that last position of yours. 
Normally, when we are considering a change in remedies available 
through the Federal courts, we hear from the Administrative Office 
of the Courts for the Judicial Conference rather promptly as to 
whether this is going to increase their workload. And I am not saying 
we will not hear from them on this matter, but as of this morning 
they have been silent. So I don't think they contemplate a massive 
increase in workload. 

Mr. PINES. I guess the final point, I think, that has to be balanced 
here—we talk about the equities—is the point that City Attorney 
Witt made, and that is to a great extent the phone companies have 
put themselves in this position. Other utilities are currently flowing 
through the benefits of accelerated depreciation. These other utilities 
elected accelerated depreciation prior to 1969. 

Despite that, the phone company insisted on utilizing straightline 
depreciation. They were criticized as being imprudent by the Califor- 
nia Utilities Commission, and that precipitated a change in the tax 
laws in the late 1960's. 

And this is a situation by and laree created because of their actions, 
and one that they can live with and one that can be resolved through 
normal judicial processes now. And at worst, if it cannot be, the solu- 
tion should be a change in the tax laws, rather than expanding the pro- 
cedural laws, because the change in the tax laws will give the answer. 
We can't say that the procedural changes opening the declaratory re- 
lief judgment to this kind of a situation would necessarily give them 
eligibility. 

So those are the points I wanted to make. I have tried to respond 
to areas of your concern, Congressman. But we are all available for 
questions. 

Now, we have some excellent staff people here who are much more 
on top of this. 

Mr. DANIEI*ON. I'm pushing a little bit because time is beginning 
to run out. 

Mr. Hughes? 
Mr. HUGHES. Thank you, Mr. Chairman. 
There are just two questions, two areas I'm interested in. You men- 

tioned that the utility has set up a reserve. Do you know the extent 
of the reserves? 

Mr. PINES. We can provide that. It was alluded to in Mr. Dalen- 
berg's testimony from the telephone company last time, and he is here 
today and can comment further on that. But there have been reserves 
establishfed. 

Mr. SNAIDER. It is a reserve on paper. I want to make that clear. 
It is on their books. But the reserve for the accelerated depreciation 
is total. Every back tax liability that might accrue on the accelerated 
depreciation is included in that reserve. 

Mr. AoNosT. In addition, Mr. Congressman, the company has repre- 
sented to the California Supreme Court that it is fully capable of 
making the refunds and it has the funds for that purpose. 
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Mr. HUGHES. YOU indicated that you felt that any procedure under 
existing remedies in the Tax Court, either by way of refund or what 
have you, could be handled expeditiously. Is it your judgment that it 
could be handled as expeditiously as a proceeding through declaratory 
judgment relief ? 

Mr. PINES. It is our judgment that it could be. The letter from the 
Treasury Department conlirmed that. They indicated that the audit 
on one of the years—I think it was 1974—is about done. If there is a 
notice of deficiency, an appeal could be made very quickly to the Tax 
Court. It is not a matter of having to wait until 1983 at all. And the 
liability, of coui-se, which was projected by the phone company was 

rejected all the way through 1983, when they got into the billions, 
f you ended it in 1979, it is much less than that. 

Mr. HUGHES. I do have one additional question, Mr. Chairman. 
With regard to the question that has to be resolved in determining 
eligibility and interpreting the Internal Revenue Code of 1954, what 
is it specifically in the language of the Internal Revenue Code which 
is the subject of interpretation, which will in the final analysis deter- 
mine whether or not their accounting system  

Mr. SNAIDER. I know you are asking for an extremely specific cita- 
tion. I can give it to you generally, if that would be satisfactory, or 
we can answer you with chapter and verse in writing, if that would be 
preferable. 

Mr. HUGHES. A general statement of the area in question is sufficient, 
because it has been suggested—and I think it's a very important 
Eoint—that if indeed the utility were sincere in its eflForts, it would 

e before the Congress and trying to clarify the provisions of the 
Internal Revenue Q)de of 1954. 

Mr. SNAIDER. Let me explain what the real conflict is involving 
eligibility. Mr. Dalenberg in his statement to you cited three condi- 
tions under which you must meet to maintain normalization. I believe 
that was at page 6 of his statement. And I will hope to cite that to you. 

The key point is that the first two points that Mr. Dalenberg 
made—this was his statement to you of August 2—the first two points 
of his statement arc in the statute and there's no problem with com- 
plying with those fii-st two points. 

The third point of his statement—and I will read this to you and 
then I will explain it. It may get slightly technical—it is—^this 
appears on page 5 of his original statement, the third point, and well 
read this to you: 

The regulatory agency may not exclude from rate base an amount greater than 
the amount of the reserve for the period used in determining the tax expense as 
part of cost of service. 

That one sentence is what the phone companies say the utilities 
commission violated. That one sentence does not appear in the act 
anywhere. The congressional history said that, as to the exclusion from 
rate base, and the congressional history is very clear—we cited this to 
the Supreme Court—Congress left the exclusion to rate base to the 
discretion of the public utilities. That is not in the act. It is in the 
statements of congressional intent, both House and Senate. 

So this third point which causes the ineligibility, upon which ineligi- 
bility is based, is not even in the act. And that is where the dispute is. 
As a matter of fact, agencies of the United States have appeared 
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before the California commission—and this is GSA—represents 
Federal agencies before the California commission, and they were 
joined by the Department of Defense, specifically said that the act as 
written could not permit ineligibility for violating this so-called 
exclusion from rate base, because exclusion from rate base was not 
part of the act and the intent did not encompass that. 

But that is why ineligibility is claimed, because violation of that 
third point of Mr. Dalenberg's, which you will not find written in the 
tax law. 

I hope that was responsive. 
Mr. HUGHES. Your testimony is that the utility has not as yet, to 

your knowledge, sought any clarification from Congress of our intent 
when that particular section was adopted by the Congress? 

Mr. SNAIDER. Absolutely. The only thing they sought was a request 
by Mr. Caplin where they requested to be held ineligible. They 
requested that to the IRS. They have not come to Congress to clari^ 
this silent prohibition which they now claim, that is correct. 

Mr. HUGHES. Have you looked at the specific request that perhaps 
the utility would have to make to the Congress to clarify that ? Have 
your legal staffs made a determination as to what could be sought 
from the Congress to clarify the provisions of the Internal Revenue 
Code to make certain that the exclusion to which you make reference 
was not intended to deny eligibility ? 

Mr. SNATOER. We haven't drafted it. In essence, we think all that 
would be necessary in the act was to codify the congressional intent 
stated in both the House and Senate reports, which congressional 
intent was that this was in no way meant to interfere with the treat- 
ment of rate base and normalization reserve which appears in both 
thp House nnd Senate reports. 

Mr. HUGHES. Mr. Chairman, since we have the city attorneys from 
three major cities in California present, who obviously have worked 
very diligently on this matter, I wonder if we could invite them to sub- 
mit to the committee their suggestion as to how the Internal Revenue 
Code at this point could be clarified in specific language that would 
carry out the intent ? 

Mr. DANIELSON. Yes, there is no reason at all. In fact, gentlemen, you 
are invited. And I hope you will accept the invitation very promptly, 
because we do want to move along with this. 

Mr. HUGHES. Mr. Perez, you wanted to comment ? 
Mr. PEREZ. Yes, Mr. Huglies, if I might expand just a little bit, we 

do feel that responsibility for that clarification effort lies with the 
telephone companies. However, we are more than willing to work to 
clarify that issue, because eligbility is important to the telephone com- 
panies as well as the ratepayers of California. 

In fact, we intend to join in their efforts once the issue reaches the tax 
courts, and we intend to continue to present substantial evidence and 
arguments to show that they should be eligible. "We are going to join 
them in that effort and we would be glad to join them in efforts as far 
as the Congress is concerned. 

Mr. HUGHES. Well, I thank you. I think it is important, because in 
essence what we are being requested to do is to set up a new procedure 
that will enable the courts to interpret what was congressional intent. 
And it would seem to me that if there is some contusion as to con- 
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gressional intent, that the best way to address that perhaps would be 
through a modification, if need be, of the Internal Eevenue Code, or a 
clarification, if there is some question about that. And that is the point 
that I think you've made, and I think it is a good point. And so I 
would welcome any suggestions you have as to how the Internal 
Revenue Code could be clarified, because if indeed eligibility is denied, 
then at that stage we are going to be faced with that ultimate issue 
anyway. So if we're going to be faced with that issue, perhaps we 
ought to face it now, and perhaps not obliquely through some mecha- 
nism to try to secure a declaratory judgment, which is the approach 
that has been taken. 

Mr. PINES. Mr. Chairman, I was going to make the comment that we 
are pleased to present that to you, and we have this ironic situation 
where I get the sense that the cities, on behalf of the ratepayers, are 
much more interested in preserving the phone company's eligibility 
than the phone company. And so we find ourselves in this awkward 
position, almost, of having to be advocates on their behalf. And we will 
want to enter this tax case to make sure that the issues are really 
framed. 

We're going to be fighting to preserve their eligibility where it might 
be in their int«rest to avoid it, to lose it, because they will thereupon 
avoid having to make these refunds or flowthrough the benefits to the 
ratepayers. That seems unusual in tax proceedings, for third parties to 
be more interested in preserving a taxpayer's tax benefits for eligibility 
than the taxpayer themselves. And that's where we are at. 

Mr. HUGHES. Well, I can assure you, we see a lot stranger things 
around here than that. [Laughter.] 

But I want to thank you, because obviously you have done a good 
job on behalf of the people of California. 

Mr. DANtEi>sox. Mr. Mazzoli of Kentucky ? 
Mr. MAZZOLI. Thank you very much, Mr. Chairman. 
I'm not sure I can follow all of the esoterica here about the tax law. 

But I get the impression that the telephone company has to be dragged, 
kicking and screaming into this situation where they are entitled to 
certain tax relief. And you ar apparently offering to be the pushers 
and the dragger. Is that the idea ? 

Mr. PINES. That is correct. 
Mr. MAZZOLI. Let me ask one thing. If you were to pursue this, in a 

sense encouraging the telephone company to obtain relief by whatever 
means, your position does not change with regard to the $400 million, 
and with regard to the entitlement of the people of California to have 
this money refunded to them ? 

Mr. PINES. NO, it does not. 
Mr. MAZZOLI. I think that is good that you feel that way in your 

representational capacity for your people, you feel that they are en- 
titled to have a telephone company wliich has qualified. 

Again, this is a very complicated matter and I would hope that 
everybody understands you are not diminishing your strength of 
argument on behalf of tliis return of money and your opposition to this 
bill and to the declaratory relief; is that correct ? 

Mr. PINES. Not at all. The two purposes are entirely consistent. 
Mr. MAZZOLI. Well, they are different, but there is this irony here, 

where on the one hand you are arguing against them, and then on the 
other hand you are arguing for them. And it is a subtle situation. 
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Mr. Wrrr. May I comment on the proposed amendment to the bill 
that is presently before the committee ? 

Mr. MAZZOU. Please. 
Mr. WITT. That is submitted not to indicate any favoritism towards 

the declaratory relief approach, but if it were to be determined that 
the declaratory relief approach is going to be used in any event, we 
think the modifications would be the minimum that we could live with, 

Mr. DANIELSON. The modifications? Which modifications? 
Mr. WITT. That I just submitted. 
Mr. DANIELSON. Oh, the proposed amendment. 
Mr. WITT. Right. 
Mr. DANIELSON. I see. 
Mr. MAZZOLI. Thank you very much, Mr. Chairman. 
Mr. DANIELSON. Thank you. 
I appreciate you gentlemen's help here. Concern was expressed that 

if the bill became law, that the provisions for injunction not be in- 
cluded. I can assure you that we are aware of that problem and we 
could, of course, tailor the bill to cover that problem as we saw fit. So 
I really wouldn't worry too much about the injunction procedure. 

As a matter of fact, some of the proponents of the bill have already 
stated that they are not too much concerned about injunction. In sum, 
if we should have this procedure, you gentlemen all feel that some of 
those who are presently eligible to intervene should be able to inter- 
vene in the declaratory judgment proceeding, and by "some" I'm 
talking about pereons like the cities who you represent, who are repre- 
senting in turn the consumer in this particular instance. 

Mr. PiNEP. That's correct. 
Mr. WITT. Yes. 
Mr. DANIELSON. I might say in passing that I thank you for trying 

to save me a little money on my phone bill. I'm as avaricious as any- 
body, and I wish you well, although I don't consider my wish to be 
enough to disqualify me on a conflict of interest here. 

The issue seems to be, as has been apparent since our first hearing, 
that there is a question of whether the telephone company and the 
utility is eligible or is not eligible for the tax benefits of the accelerated 
depreciation and the investment tax credit. You people are satisfied 
that they are eligible for those benefits, even though there is a pass- 
through—they have the benefit despite a flowthrough to the consumers. 

Mr. PINES. Some of the benefits. 
Mr. AoNosT. Under the present plan, only 25 percent do. 
Mr. DANIELSON. I know, but I suppose if you wanted to carry this 

to the extreme it could be all the benefits, could it not? 
Mr. AoNOST. Normalization as defined in the code and the courts— 

and our courts feel that the normalization set up by the Commission 
pursuant to the court's direction will in fact preserve eligibility. 

Mr. DANIELSON. That's right. That's what I'm trying to say. Your 
position is you feel that they ai-e eligible for the tax benefit, even though 
some of the benefit flows through to the consumer. 

Mr. AGNOST. Most particularlv, Mr. Chairman. I would say we are 
prepared to defend their eligibility. And I think also that this whole 
proceeding doesn't lead anywhere unless it does lead to eligibility, 
which brinrrs us back to the first iwsition tbat Congi-essman Hughes 
advanced. We really should be asking for clarification from the Con- 
gress on this matter. 
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Mr. DANUXSON. >low, if I can continue with my inquiry, you do 
take the position that they are eligible for the tax benefit, even though 
all or part of the benefit flows through to the consumer? 

Mr. AGNOST. Most assuredy. 
Mr. SNAIDER. Yes. 
Mr. DANIELSON. The telephone company takes the position that it is 

not sure whether it remains eligible if it passes through to the 
consumer ? 

!Mr. SNAIDER. Yes and no. For purposes of rates, they have taken the 
position that they are ineligible. They have told us that when it comes 
to a tax adjudication  

Mr. DANIELSON. They contend that they are ineligible, but they are 
not sure that they arc ineligible ? 

Mr. SNAIDER. But for purposes of tax adjudication—and we have 
been told this by Mr. Dalenberg, who told this to the commission— 
tliey will then say they are eligible and fight for their eligibility. So 
they have two positions, one for rate purposes, where they say we are 
ineligible, and one for tax purposes, where they are then going to turn 
around and say, we are eligible. 

Mr. DANIELSON. But we're in an interlocking position now. Ulti- 
mately they have to take one position or the other, ultimately. 

Their position is they do not know which option they're going to 
have to choose, ultimately. Isn't that basically what we're talking 
about ? 

Mr. AGNOST. That position depends upon whom they're facing, Mr. 
Chairman. • 

Mr. DANIELSON. But they still don't know for sure. Once the Internal 
Kcvenue Service makes a final determination that they are eligible or 
that they are not eligible, then that would resolve it, would it not? 

Mr. SNAmER. The courts, we believe. 
Mr. AGNOST. It would, Mr. Chairman. 
Mr. DANIELSON. The Internal Revenue Service and the courts. But 

when the Federal Government has ultimately spoken, and "ultimately" 
means there's nothing left, then that decision is final and binding, isn't 
that correct? 

Mr. SNAroER. Yes. 
Mr. DANIELSON. Good. We finally got that pinned down. 
At the present time I understand you to say that the telephone 

company has made a request of the IRS that they be declared 
ineligible? 

Mr. AGNOST. In effect, yes. They sent a letter through Mr. Mortimer 
Caplin to the IRS asking if the IRS would agree that they are 
ineligible. 

Mr. DANIELSON. When was that done ? 
Mr. SNAIDER. September 1977. We can provide a copy. 
Mr. DANIELSON. I request that you do. Could you send it in at your 

early convenience? 
Mr. DANIELSON. If they are declared ineligible, then the benefit 

would not be available for flowthrough to the consumer; is that true? 
Mr. AGNOST. No. Tlieir obligation to pay has been set up by the 

Supreme Court of California. 
Mr. DANIELSON. But if they are ineligible for the tax benefit—now, 

assume we've gone to the supreme court. Thtey are ineligible for the 
tax benefit. They then have no tax benefit to flow through, do they? 
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Mr. SxAiDER. That order would, of course, affect the back years. They 
could prospectively gain eligibility. But if they are ineligible, they 
can't flow it through. But subsequent action by the commission could 
resurrect their eligibility prospectively. In other words, it doesn't end 
forever once they were declared ineligible. That is only for the back 
years. 

Mr. DANIELSON. Well, you mean the Internal Revenue is not bound 
in the future by what it ruled yesterday ? 

Mr. SNAIDER. NO, the commission could change its methodology to 
give them prospective eligibility. 

Mr. DANIELSON. But for the 6 or 7 years or whatever it is that we've 
got in the fire here, if the Federal Government makes an ultimate, 
irreversible decision that they are not eligible for the tax benefit, then 
they will have no tax benefit to pass through; isn't that true ? 

Mr. SxAiDER. Right, for those past years. 
Mr. DANIEI.S0N. Those are the only years we're talking about. We're 

not talking about 1912. There are no years I'm talking about except 
those years. 

Mr. PEREZ. Mr. Chairman, just to clarify that one point, you are 
correct that $400 million that is sitting waiting to be refunded will 
be that Ijenefit that we're talking about. We feel that that will be 
flowed through on the first of the year, approximately, and it will have 
already been taken care of. 

Mr. DANIELSON. YOU mean talking about present circumstances? 
Mr. PEREZ. Of those past 6 years. 
Mr. DANIELSON. But if the ultimate decision of the Government is 

that there is no eligibility, they will in effect—this $400 million that 
they've got—or $400 million that they have available is illusory, 
because there isn't any benefit. 

Mr. AGNOST. Not really, Mr. Chairman, because our commission, 
under the procedures of the court, Avould have to determine whether 
that loss of eligibility was because of a failure of the taxpayer to act 
with due prudence or not. 

Mr. DANIEI^ON. My hypothesis is very clear, and we need not bend 
it further. I told you about an ultimate decision, an ultimate, and that 
really means ultimate. 

Mr. AoNOST. Except. Mr. Chairman  
Mr. DANIELSON. What I'm trying to say is this: If they don't have a 

tax benefit, please tell me how they can pass it through ? 
Mr. HUGHES. Would the gentleman yield to me ? 
Mr. DANTELSON. Yes. 
Mr. HUGHES. Maybe I can make some contribution. I ftm not cer- 

tain, but as I understand it, once, a decision is made to pass through, 
the benefits going to be pmssed through to the consumers. Now, if it is 
later determined that eligibility is to be denied because of the method- 
ology used, then at that time the public utility commission. I would 
assume, would have to look at the utility's financial statements and 
its finances and then determine whether it is entitled to a rate adjust- 
ment prospectively. 

Mr. DANIELSON.' That is correct. But that isn't the same $400 million. 
Mr. HUGHES. That's correct. Once that is passed through, that is 

pas.«ed throuTh to consumers. 
Mr. DANIELSON. At that point you pass through another $400 mil- 

lion charge on the consumers to make up for the portion. 
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Mr. HUGHES. Am I correct in my assumption that that is how the 
system works, I would assume in California, like most if not all of 
the States? 

Mr. SNAIDER. There are two differences: One, the point you have 
said. Congressman Hughes, is right, that once the liability has been 
assessed, then the commission will look prospectively to determine 
what type of rates the phone company will be entitled to. 

Mr. HUGHES. In the future. 
Mr. SNAIDER. Yes, in the future. 
Mr. HUGHES. But in the future means to address perhaps even 

previous decisions for rates that denied a fair and just return to the 
utility. 

Mr. SjTAroER. I want to make this point clear, because I don't think 
we have. There is not permitted to be retroactive ratemaking. It can 
only take into account the fact that there is this major dollar amount 
that has gone out, say, in 1980 to pay the IRS. And you can cer- 
tainly give them capital end cost of capital of that money. But you 
can't give them back something for the past. 

Mr. HUGHES. I understand. But of course, what has happened in the 
past is going to determine the structure of the utility at the time that 
the PUC looks at it, and it would be on that basis that additional rates 
perhaps may be imposed, to try to provide for the capital structure 
of the company. 

Mr. DANIELSON. TO make up for that which they paid before. My 
difficulty here is—and I am trying to talk about absolutes, and you're 
talking about the future. And obviously, if the ultimate result of this 
whole controversy is that the phone company has paid out $400 mil- 
lion plus interest and then they find that they are not eligible to re- 
ceive that $400 million, you've got to make a rate adjustment in the 
future to put them back on the track into their proper fiscal position. 

Mr. MAZZOU. Mr. Chairman. 
Mr. DANIELSON. Yes. 
Mr. MAZZOLI. May I ask a question, and it probably shows you that 

I am not up on the facts here, but those $400 million, is not that money 
which has been taken from the phone users of the State of California? 

Mr. SNAIDER. This has been collected. 
Mr. MAZZOLI. It has been transferred; it's been in the coffers. What 

they've done with it. that's money that the people of California 
coughed up, which some court said they should not have had to cough 
up in the first place because of some accounting transaction or lack 
thereof. 

Mr. PINES. That's right. 
Mr. MAZZOLI. What you're saying here, as I understand it, is that 

$400 million ought not be held hostage because of anvthin? else that 
we're doing; any further clarification, any prospective change. The 
people of California, in equity and in law, are entitled to a return 
of X amount of that $400 million. "WHiat you guys do, what this Con- 
gress does, what the Tax Court does, what the Supreme Court does, is a 
sepatate question. This is a matter of equity and law. That money has 
been paid. Is that anywhere near the case? 

Mr. PINES. That's exactly it. 
Mr. SNAIDER. It has been collected subject to refund since 1974 and 

subiect to Pacific's representation that they were financially capable 
of refunding anjrthing. 



209 

Mr. DANIELSON. YOU sey that "are capable" ? 
Mr. SNAIDER, They represented that to the Supreme Court. 
Mr. MAZZOLI. This $400 million is not monopoly play money; it's 

cold cash which has been paid over to somebody the court said should 
not have received it. 

Mr. PEREZ. That is correct. 
Mr. DANEELSON. Well, the whole purpose of this bill, the problem 

here, is that it still gets back to the question of eligibility. Is the tele- 
phone company eligible for the tax deduction? Because if they are 
found to be not eligible for the tax reduction, then they would owe 
that money to the U.S. Treasury. 

I think you missed that, Ron. This is true this is money turned in, 
but the question turns on eligibility for a tax benefit. If the final de- 
cision is that they are not eligible for the tax benefit, then that same 
$400 million has to be paid into the U.S. Treasury as a tax. 

Mr. MAZZOLI. And then it is up to the PUC to decide whether or 
not there should be rate adjustments to make compensation for it. And 
that is a question we can't decide; this group can't decide. Only the 
PUC can do it subject to whatever court review it is entitled. 

That is the problem, Mr. Chairman. I think we can't get too far 
ahead of ourselves. 

Mr. DANIELSON. But the point is that it has taken several years 
to come to a decision on eligibility, and the telephone company seeks to 
have a new remedy created which would enable them to go into court 
and get declaratory relief under which the court would rule that, "Yes, 
you are eligible," or "No, you are not eligible," whatever the case 
may be. 

Mr. PEREZ. And, Mr. Chairman, I might add it is very important 
to understand that that declaratory ruhng, whatever it might be, is 
subject to appeal. Now, that appellate process might take us right 
back up to the Supreme Court again and, in fact, take longer than 
if we let the IRS take their issue to the Tax Court. 

Mr. DANIELSON. Sir, that is true, but you're saying that in the con- 
text of this particular controversy. It could be that next year a new 
one will pop up in North Carolina or Utah or someplace, and, as the 
gentleman from the Treasury said this morning, if declaratory relief 
had been an available remedy at the inception, this might have been 
disposed of sometime ago. But it wasn't available, and, as a result, 
it dragged. 

Mr. HUGHES. Mr. Chairman ? 
Mr. DANIELSON. Yes. 
Mr. HUGHES. Apparently, the initial judgment was entered in 1971, 

as I understand, in the testimony, but the litigation by and large has 
been over the question of whether or not the methodology' used by the 
utility qualifies the utility for the investment tax credit and the ac- 
celerated depreciation and what have you. The litigation ha.s not really 
been directed at the question of eligibility before the Federal courts, 
as I understand it. Is that correct ? 

Mr. PINES. Yes; it has been a ratemaking issue, not an eligible-tax 
issue. 

Mr. HUGHES. And it is your testimony that the request of the com- 
missioner of the Internal Revenue Service by the utility for a clari- 
fication on this point was sort of a weak request which was not the 
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combative type approach that you feel the utility should have taken. 
You're going to submit for the record the letter that was submitted 
to the Internal Kevenue Service requesting that determination ? 

Mr. PINES. Yes; Mr. Chairman, again, if I may respond, that is also 
a concern about a declaratory judgment action, that is, of an inter- 
locutory nature. 

Mr. HuGHKs. I think you have been making that point quite strongly 
and vividly, and, obviously, the matter would not be where it is today 
if you had not very diligently pursued what you felt was a right that 
should have been available to the citizens of California. And I under- 
stand that point, and I think you make a valid point when you say that, 
by excluding all parties except the PUC and the utilities, that you're 
going to be excluding, perhaps, the real party at interest, and that is 
the people of California who you feel would have no strong voice in 
that type of proceeding. 

But the question I have is—and I think you have made the point— 
that up until now there really hasn't been a very vigorous effort to 
get a clarification of the IRS's position on eligibility. 

Mr. DANIELSON. Are you stating that you feel the telephone com- 
pany has been dilatory in seeking a clarification ? 

Mr. AoNosT. Exactly, Mr. Chairman. Speaking for San Francisco, 
we feel that it is very much the case. 

Mr. PINKS. The letter speaks for itself. It is a very weak request. 
Mr. DANIELSON. Well, we haven't seen the letter yet, but I am sure 

we will. 
Mr. PINES. It is obviously in the phone company's interests, before 

they really have to fork over a refund, to argue for loss of eligibility, 
to take the position that they're going to lose eligibility, because that 
way they don't have to make the refund. 

Mr. DANIELSON. But they would have to pay the tax. 
Mr. PINES. No, not if there is never a refund made. They will never 

have to pay the tax. As I say, they get their cake and eat it, too. They 
accumulate the capital as a result of the tax savings. 

Mr. DANIELSON. If they are ineligible, do they accumulate capital 
if they are not eligible ? 

Mr. PINES. No, but if they get a preliminary ruling from the IRS 
that if the PUC orders these refunds they will lose eligibility, they 
are in the best of all worlds: They can try to stop the PUC from giving 
those refunds and therefore preserve their eligibility. So, as I said, 
they get the benefits, but they don't have to pass them on to the 
consumers. 

Mr. DANIEMON. But do they have to pay the tax then? 
Mr. PINES. NO. 
Mr. DANIELSON. If they're not eligible for the tax benefits, they do 

not have to pay the tax ? 
Mr. PINES. They don't have to pay a tax simply because the IRS 

has given them a tentative ruling that if such-and-such an event oc- 
curs, they will lose eligibility. They don't have to pay the tax until 
they have actually lost eligibility by the payments of the refunds. 

Mr. SNAIDER. Mr. Chairman, the only thing that could trigger in- 
eligibility is actually paying out the rate refimds, because they would 
be ineligible, assuming their legal theory was right, because they paid 
the rate refunds. 
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Now, as long as you delay the rate refunds, which they've been 
doing for years, there is no way they could be declared ineligible be- 
cause their taxes, their rates are being collected on a matter which 
they themselves say are eligible. So, without getting into the real con- 
troversy and paying the renmds, you can't get any adjudication. 

Mr. DANIELSON. Suppose they pay the refund and are then declared 
ineligible. Do they then have a tax liability based upon—they do have 
a tax liability then ? 

Mr. SNAIDER. I think we could agree with that. 
Mr. DANIELSON. So, they do have one, then. ? 
We have overlooked the gentleman from Virginia. 
Mr. HARRIS. I have no questions, Mr. Chairman. 
Mr. DANIELSON. Does anyone else have, a question of this panel ? 
[No response.] 
Mr. DANIELSON. Thank you very much for your help. You have been 

venr helpful to us. And we will look forward to receiving the letter 
and also the proposed or suggested changes in the revenue code. Thank 
you very much. 

And Mr. Pines, Mr. Moorhead expressed to me regret that he could 
not be here, but he is doing another job elsewhere. Thank you. 

We now will call on—I am trying to get the out-of-town witnesses 
first, if I can—Ms. Janice Kerr, of the California Public Utilities 
Commission. 

Ms. Kerr, we have a statement from you, and it will be received 
into the record, which will leave you free to just debate your points 
in the most effective manner*. 

[The summary statement of Ms. Kerr follows:] 

SxruMABT OF STATEMERT or jAinoE E. EEBR, PXTBLIC UTILITIES COMUISBION OF 
THE STATE OF CALIFOBNIA ON H.R. 229 

As stated in tbe presentation by Mr. Chandler on August 2, 1979, California 
strongly supports the main thrust of H.B. 229, that is, the provision for declara- 
tory relief in certain federal tax matters. 

Since the August 2 hearing Justice Rehnqnist of the United States Supreme 
Court declined to stay the California Public Utilities Commission's disputed 
rate order on the grounds that the matter had already been considered and 
certiorarl denied by the full Court. 

Mr. Justice Rehnqulst's opinion makes note of the traditional separation of 
powers between the Federal and State governments. His views underscore Cali- 
fornia's main concerns with H.R. 229, that it could either directly or Inadver- 
tently work to stay or enjoin a ratemaking order Issued by a duly constituted 
state regulatory agency. 

California submits four amendments to solve this problem as well as others 
noted in Mr. Chandler's statement. 

California is hopeful that these amendments will be adopted so that we may 
continue our suport of H.R. 229. 

STATEMENT OP JANICE E. KERR, GENERAL COUNSEI., PUBUC UTILITIES COMMIBSIOIN 
OF THE STATE OF CALIFORNIA ON H.R. 229 

Mr. Chairman and Members of the Subcommittee, my name le Janice E. Kerr. 
Since 1977 I have been General Counsel of the California Public Utilities Com- 
mission. Prior to that time I served on the Commission's legal staff for twelve 
years. I am authorized to present to the Subcommittee amendments to H.R. 229. 
Adoption of these amendments would solve the problems raised by California in 
Its presentation at the hearing on August 2. These amendments have also been 
endorsed by the National Association of Regulatory Utility Commissioners. 

My purpose today is to bring to the attention of the Subcommittee events 
which have transpired since the last hearings, to affirm our support for declara- 
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tory relief and to reiterate with greater specificity our concern that this bill 
might inadvertently create a mechanism for injunctive relief. 

First, and most importantly. Justice Rehnquist, on August 13, 1979, denied the 
application of the telephone companies for a stay of the California PUC's order, 
He characterized the companies' actions as "an effort to relltlgate issues which 
had been determined adversely to them by the admipistratlve and judicial proc- 
esses of the State of California." He stated that the claims of the company were 
"entirely a matter for the State to decide." This is important because it enunci- 
ates once again the separation of powers clearly stated in the Constitution and 
in Congressional enactments such as the Johnson Act. In considering the sort of 
judicial mechanism that might be created by this legislation. Justice Rehnqulst's 
admonition against federal stays of state administrative orders should be borne 
in mind. The first of the amendments attached below speaks directly to this issue. 
Justice Rehnqulst's decision is attached to my statement. 

Second, several days subsequent to Justice Rehnqulst's decision, the telephone 
companies filed with the Commission plans to refund $400 million to California 
consumers or $30 to $40 to every household in California. This is consistent with 
the Commission's order, which we believe will be upheld as consistent with eligi- 
bility when litigated. 

On August 2, Mr. Chandler set forth California's concerns with regard to H.R. 
229. Unless the bill Is amended, we vigorously oppose It. The amendments which 
I now discuss have been endorsed by the National Association of Regulatory 
Utility Commissioners. Their Resolution of Support is attached to my statement. 
California's amendments are as follows: 

REQUIBED  AMENDMENTS 

/. Preservation of role of State courts 
As presently written, the legislation may, by virtue of provisions of existing 

law (28 US Code § 2202) form a basis for provision of injunctive relief by federal 
courts against a state rate-making body. These provisions of existing law state 
that "Further necessary or proper relief based on a declaratory judgment may 
be granted . . . against any adverse party whose rights have been determined 
by such judgment." Long-standing federal policy under the Johnson Act (28 USC 
§ 1342) has dictated that any such relief be sought in the state courts. A change 
in this policy would significantly erode traditional state ratemaklng powers, and 
raise grave constitutional issues under thte Tenth Amendment. Rover V. R. 
Dalenberg, appearing before the Judiciary Subcommittee on Administrative Law 
and Governmental Relations on August 2,1979, on behalf of the Pacific Telephone 
Company, indicated that the sole purpose of the bill is to provide Information for 
state regulatory bodies. In order to clearly limit the scope of the bill's effect to 
that goal, and to avoid the Inadvertent creation of an injunctive mechanism 
where none is intended, the following amendment is proposed : 

"8 2202(d) : Notwithstanding any other provisions of Chapter 151 of Title 28. 
United States Code (Declaratory Judgment Act), in connection with any action 
brought under this section, the district court shall not enjoin, suspend or restrain 
the operation of. or compliance with, any order affecting rates chargeable by a 
public utility and made by a state administrative agency or a ratemaklng body 
of a state political subdivision." 
//. Clarification of scope of declaratory judgment 

The purpose of the legislation is to provide a binding determination of the effect 
of proposed accounting methods on a public utility's eligibility for accelerated 
depreciation, investment credit, and asset depreciation range tax benefits. The 
current wording of the legislation does not clearly limit its scope to such determi- 
nation. The following amendment is therefore proposed : 

"In § 2202(a), strike the words 'with respect to the ratemaklng or accounting 
provisions of Section 46(f), 167(1), or 167(m) of the Internal Revenue Code of 
1954," and insert in lieu thereof the words: 'with respect to a public utility's 
eligibility for the use of accelerated depreciation range arising out of the pro- 
visions of Sections 167(1). 46(f), or 167(m) of the Internal Revenue Code of 
1954.' " 
///. Broadening of leoislation to include all parties to a ratetnaking proceeding 

Many times disputes over n utility's eligibility for tax benefits arise out of the 
clalmsof third parties. The California dispute, for Instance, arose when an inter- 
venor sued both the ratemaklng body and the public utility. It would be desirable 
from the standpoint of eflSciency and fairness to insure that such Intervenors be 
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unable to claim that they are not Included within a federal court's declaratoi? 
judgment. In order to Insure that all parties to a ratemaklng proceeding have 
equal access to Judicial processes affecting ratemaklng, the following amendment 
Is proposed: 

"In § 2202(a), strike lines 14 through 20, and Insert In lieu thereof the words 
'pleading for a declaratory judgment may be filed by any party to a ratemaklng 
proceeding. In any case arising out of this provision, the Secretary of the 
Treasury and all parties to the ratemaklng proceeding giving rise to the case 
shall be joined as parties in the action.' " 
IV. Exercise of adminittrative rights 

The legislation currently provides that no declaratory Judgment may be Issued 
unless the public utility requests a ruling from the Secretary of the Treasury. 
This may inadvertently make moot the provision of the legislation for bringing 
of suits by ratemaklng bodies, and the provision for third-party suits proposed 
In Amendment III above. Merely by failing to request such a ruling, the public 
utility could block the suit. This can be remedied by limiting the ruling require- 
ment to suits brought by the public utility. The following amendment is therefore 
prepared: 

"12202(b) : Insert after the word 'case' In line 22 the words 'brought by a 
public utlUty.'" 

An alternative approach would be to require the utility to seek such a ruling 
If it is served notice of the Intent of another party to a ratemaklng proceeding 
to seek a declaratory judgment. This approach may be unnecessarily complex, 
since provision of penalties may be necessary. 

Tlumkyou. 
SUPREME CODBT OF THE UNITED STATES 

N08. A-LOL AND A-102, ON APPLICATIONS FOB 8TAT 

A-101 PACIFIC TELEPHONE & TELEGRAPH CO., PBTITIONB*, 

PUBLIC UTILITIES COMMISSION OF CALIFORNIA, En AL. 

A-1Q2 GENERAL TELEPHONE CO., PETITIONEB, 

V. 

PUBLIC UTILITIES COMMISSION OF CALIFORNIA, ET AL. 

[August 13, 1»79] 

Mr. Justice Rehnqulst, Circuit Justice. 
Applicants request that I continue in efFect a temporary injunction issued by 

the Court of Appeals for the Ninth Circuit on April 2, 1979, pending disposition 
by the full Court of their petitions for certiorarl to review the judgment of the 
Court of Appeals. On July 18 that court, in a consolidated case in which both 
applicants were appellants, affirmed the judgment of the United States District 
Court for the Northern District of CaUfomia denying applicants' injunctive re- 
lief against the enforcement of a rate order earlier promulgated by respondent 
California Public Utility Commission (PUC). The PUC In September 1977 
(Decision No. 87838), had ordered applicants to refund charges paid by sub- 
scribers before 1078 and to reduce certain of its rates for that and future years. 
The PUC, however, stayed implementation of Its order pending judicial review. 
Paciflo Telephone <t Telegraph Co. v. PiiWc Utilities Comm'n, No. 79-3150, slip, 
op., at 2 (CA9, July 18,1979). 

After the Supreme Court of California denied applicants' request for review, 
applicants petitioned this Court for certlorari. Applicants argued this Court 
should review the PUC rate order because it was premised on the PUC's interpre- 
tation of an unsettled question of federal tax law. They claimed that if this in- 
terpretation subsequently proved incorrect, they would be subject to substantial 
liability In back taxes. App'leant Pacific Telephone also challenged the PUC's 
dteclsion on the ground that it violated the Due Process Clause. The petitions 
were denied on December 12, 1978. 439 U.S. 1052, with Mr. Justice Marshall and 
Mr. Justice Blackmun dissenting from the order of denial. Petitions for re- 
hearing were thereafter denied on February 21, 1979. 440 U.S. 931. On March 
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14, 1979, the PUC terminated the stay of its own order of September 13, 1977, 
stating In Its order so doing that "the avenues of Judicial review have been 
exhausted." Paciflo Telephone d Telegraph Co., supra, slip op., at 2. The follow- 
ing day applicants filed a complaint for declaratory and injunctive relief in the 
United States District Court for the Northern District of CaUfornia. That 
court denied relief, but the Court of Appeals granted its own temporary in- 
junction on April 2, 1979, pending consideration of applicants' appeal from the 
order of the District Court. Last month, as previously noted in this opinion, 
the Court of Appeals affirmed the judgment of the District Court, dissolved its 
own injunction, and denied applicants' request for a stay of mandate in order 
that they might petition this Court for certiorari. 

With this sort of procedural history, one would expect applicants' petitions 
for certiorari to deal principally with questions arising under the United States 
Constitution or laws governing the setting of rates by state utility commissions 
for public' utilities. But the questions which applicants seek to have reviewed 
on certiorari pertain to the application of federal tax statutes as they relate to 
depreciation which may be claimed by public utilities. Since it is this type of 
question which applicants seek to litigate if certiorari Is granted, one would 
likewise expect either an agency or officer of the United States having some re- 
sponsibility for adminlBteriug these tax statutes named as respondents, instead 
of the Ca'.lfornla PUC or Intervening California municipal corporations. With- 
out dwelling further on the anomalous nature of applicants' petitions for cer- 
tiorari, I have concluded that their actions in the United States District Court 
for the Northern District of California begun in March 1979, were simply an 
effort to relltigate issues which had been determined adversely to them by the 
administrative and Judicial processes of the State of California, and with regard 
to which this Court denied certiorari and denied rehearing last Term. 439 U.S. 
1052 (1978) ; 440 U.S. 931 (1979). These denials took place notwithstanding the 
fact that the Solicitor General urged the Court to grant certiorari and decide 
the Issues presented by the petitions. 

The PUC In its Decision No. 90094, rendered on March 14, 1979, after the 
proceedings In this Court, was doing no more than formally stating that the 
conditions on which Its stay had been granted—exhaustion of judicial review— 
had occurred, and therefore the stay expired by Its own terms. The PUC dis- 
solved this stay despite applicants' contention that the PUC's Interpretation 
of federal tax law In Decision No. 87838 was Incorrect and that the rate order 
would consequently result in the IRS's assessment of substantial tax deficiencies 
against applicants. In my opinion, the determination of whether or not the PUC's 
rate order should have been stayed pending resolution of the federal tax Issues 
was, at this late stage in the proceedings, entirely a matter for the State to 
decide. 

One need not question the assertion of applicants that vtery large financial 
stakes hinge on the manner in which the IRS, subject to whatever review of Its 
action is provided by law, treats the refund and rate reduction orders Imposed 
by the PUC's order of September 13, 1977. Nor need one doubt that this Court 
had jurisdiction, under cases such as Zucchini v. Scripps-Boward Broadcasting 
Co., 433 U.S. 562 (1977), to review applicants' earlier petitions for certiorari In 
Nos. 78-606 and 78-607, O. T. 1978. on the ground that the PUC had reached a 
decision based on a misapprehension of federal law which it might not have 
reached had It correctly understood federal law. But that Is now water over the 
dam. This Court denied tliose petitions last Term, and denied petitions for 
rehearing. 

If I thought it necessary in passing upon this stay application to determine 
the present day correctness of this Court's reading of California law in Jfapa 
Valley Co. v. Railroad Commission, 251 U.S. 368 (1920), I wou'd naturally defer 
to the opinion of the Court of Appeals, which must deal with California law 
more frequently than does this Court. But I do not actually think it Is necessary 
to make this determination; a State may enunciate policy through an admin- 
istrative agency, as well as through its courts, and so long as there is an op- 
portunity for Judicial review the fact that such review may be denied on a 
discretionary basis does not make the aeency's action any less the voice of the 
State for purposes of this Court's jurisdiction or for purnoses of federal-state 
comity. See United States v. Utah Construction Co., 384 U.S. 394, 419-423 (1966). 
Nor Is this a case where any c'alm of bias is made against the agency, see 
Oihson V. BerrukiU. 411 U.S. 564 (1973), or where an action of the federal courts 
In refusing to allow applicants to relltigate the merits of their claim on which 



216 

tills Court has previously denied certlorarl amounted to the Imposition of a re- 
quirement of "exhaustion of administrative remedies." Here the administrative 
action was the source of the claimed wrong, not a possible avenue for its redress. 

The net of it is that I believe applicants' federal court litigation is new wine in 
old bottles. When it was new wine In new bottles, last Term, this Court denied 
certlorarl, and I have no reason to believe that any Intervening events would 
change that outcome. Accordingly, without considering the second part of the 
requirement which applicants must meet in order to obtain a stay—the so-called 
"stay equities"—the temporary stay which I previously issued is dissolved forth- 
with, and appllcant.8' request for a stay of the mandate of the Court of Appeals 
for the Ninth Circuit hereby 

Denied. 
Dated in Washington, D.C. this 13th day of August. 1979. 

RESOLUTION RE DECLARATOBY JUDGMENTS RESPECTING FEDERAL INCOME TAXES 

Whereas, no court of the United States may by law issue a declaratory Judg- 
ment with respect to Federal taxes, and H.R. 229 (9eth Cong., 1st Session) would 
delete this provision of law with respect to declaratory Judgments regarding 
Sections 46(f) and 167(1) and (m) of the Internal Revenue Code; and 

Whereas, H.R. 229 could provide for an early determination of significant Fed- 
eral income tax questions and hence would be in the interests of both utilities 
and ratepayers; and 

Whereas, H.R. 229, as introduced, first, does not limit declaratory Judgments 
to interpretation of tax statutes only, but could apply to questions of intrastate 
ratenialiing properly within an area of state Jurisdiction; second, provides only 
that the affected public utility or regulatory agency may seek a declarator}- Judg- 
ment thereby omitting other interested parties representing various customer 
classes; third, is limited to the questions arising under Sections 46(f) and 167 
(1) and (m) of the Internal Revenue Code only, thus excluding from its scope 
all other potential Federal tax questions; and. fourth, does not preclude the stay 
of a state regulatory proceeding pending conclusion of an action for declaratory 
Judgment or such a stay pending a further Federal action based on such declara- 
tory Judgment pursuant to 28 U.S.C. 2202, either or both of which would permit 
unacceptable interference with state proceedings and orderly procedures and 
would be contrary to the Federal policy of non-interference with state regula- 
tory proceedings embodied in the Johnson Act (28 U.S.C. 1342: Now, therefore 
belt 

Retolvcd, That the Executive Committee of the National Association of Regu- 
latory Utility Commissioners recommends that Congress favorably consider H.R. 
229 (96th Congress, 1st Session) with appropriate modifications to limit the op- 
eration of H.R. 229 to questions of interpretation of Federal tax statutes only 
and not questions of intrastate ratemalclng; to authorize other interested parties 
as well as utilities and regulatory agencdes to seek declaratory Judgments; to 
provide for declaratory Judgments under all provisions of the Internal Revenue 
Code; to preclude any stays of a state regulatory agency procteeding or decision 
pending conclusion of an action for a declaratory judgment, or a subsequent Fed- 
eral action based on such declaratory judgment; and to provide that such bill 
not constitute an abrogation or modification in any respect of the Johnson Act 
(28 U.S.C. 1842). 

TESTIMOmr OF JANICE E. KERB., PUBLIC UTILITIES 
COMMISSION OF THE STATE OF CALIFOENIA 

Ms. KEBR. Fine. Thank you very much. My name is Janice E. Kerr. 
I am the general counsel of the California Public Utilities Commis- 
sion. We do appreciate the opportunity to appear here before you 
again today. 

We have brought several amendments which we believe will solve 
the problems which were raised by California in its presentation on 
August 2. My prepared material also updates the committee on the 
status of the disputed tax matter in California. 

If I can leave you with one thought today, it would be that Califor- 
nia does enthusiastically support the provision for declaratory relief 
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bers at the table have stated today, we have lived with this problem 
for about 11 years. We expect to live with it in the near future, and 
the ability to obtain declaratory relief would be an invaluable aid to 
the commission. 

I can well anticipate recommending that the commission make use 
of that relief, were the utilities to eschew it. Under no circum- 
stances, however, can California support H.R. 229 if it would 
work to stay or enjoin a State rate order. Therefore, in order to make 
the purpose of the bill ckar, we would propose an amendment which 
would specifically state that it does not provide the basis for injunctive 
relief. And that is the first amendment which is included in my pre- 
pared material. 

As I understand Mr. Dalenberg's statement—and I believe you 
made mention of this, Mr. Chairman—this amendment should not be 
opposed by the telephone companies. He originally had proposed an 
amendment which would have provided for injunctive relief, and then 
withdrew that amendment as not being critical to the bill. 

We must oppose the possibility of an injunction because that would 
directly impair the powers of the State regulatory asrency, and this 
would, of course, be contrary to the principles of the Johnson Act and 
certainly anathema to the historical separation of State and Federal 
power. The idea that utility rate regulation is the sole province of the 
States was strongly confirmed by Justice Rehnquist in his recent opin- 
ion issued August 13 in the disputed tax matter and his opinion is at- 
tached to my statement also. We also strongly believe that without the 
participation of the traditional intervenore in this case—the cities and 
other consumer groups in California  

Mr. DANIELSON. You say you favor that or do not favor that ? 
Ms. KERR. We do favor that. We believe that that would be an ex- 

peditious way to resolve the problem, if the declaratory relief bill is 
enacted. 

Without their participation before the Federal courts, I can see an 
endless stream of litigation. 

That concludes my statement. We are hopeful that the bill will be 
amended. We are hopeful that it will be adopted. And. as I say. we 
will have to oppose it unless it is more specifically amended to provide 
that it does not provide the basis for injunctive relief. 

Mr. DANIELSON. Thank you very much, Ms. Kerr. You have boiled 
it right down to the essence, and that is really a great deal of help to us. 

As I understand it, you would favor this bill, provided that the pro- 
visions for injimction were stricken and further provided that the af- 
fected third-i>erson intervenoi-s would be permitted to be parties to the 
action. 

Ms. KERR. That is correct. 
Mr. DANIELSON. IS that abo\it it. in essence f 
Ms. KERR. That is correct. And I should say with regard to tlie in- 

jimction provision, that the bill specifically states that it does not pro- 
vide the basis for an injunction, not that it remains silent. 

Mr. DANIELSON. I don't think we would have to go that far. I know 
that it makes you nervous, but let me reassure you that there is no need 
to be nervous. If we don't provide for an injunction, there is not going 
to be one, and we can take care of that. 



217 

But I do appreciate it. You have stated your case extremely well, 
and without an absolute lack of obfuscation. And I appreciate that. 

And I would yield to the gentleman from Virginia. 
Mr. HARRIS. No questions, Mr. Chairman. 
Mr. DANIELSON. Mr. Mazzoli, of Kentucky ? 
Mr. MAZZOLI. Mr. Chairman, no questions. 
Thank you very much for your statement. 
Mr. DANIELSON. Mr. Hughes? 
Mr. HUGHES. Thank you, Mr. Chairman. 
Just a question. I wonder if you would have an opinion as to whether 

or not we .shouldn't be looking at the Internal Revenue Code instead 
of tryinsr to set up a new procedure ? 

Ms. KEHR. I agree wholeheartedly that we should be looking at that, 
and I commend the discussion this morning, and we would certainly 
join in that effort. 

However in the alternative, we also believe that the declaratory 
relief bill, H.R. 229, is a valuable avenue. 

Mr. HUGHES. Thank you, Mr. Chairman. 
Mr. DANIELSON. You've answered it. 
Ms. KERR. Thank you. 
Mr. DANIELSON. It's a good thing you don't work by the hour. You 

wouldn't get enough pay. 
[Laughter.] 
Mr. DANIELSON. Thank you very much. 
Our next witness will be Mr. Brian Lederer, attorney for the Dis- 

trict of Columbia People's Counsel. 
[The summary statement of Mr. Lederer follows:] 

SuMMBY  SHEET  OP  THE  PEOPLE'S  COUNSEL  OF  THE  DISTRICT  OF  COLUMBIA 

While the proposed legislation appears simple and reasonable, It has a num- 
ber of serious problems which Justify its rejection. These problems are (1) It 
aggravates a serious conflict between federal tax policy and anti-Inflation policy ; 
(2) It preempts a utility commission in its determination of Just and reasonable 
rates; (3) it stimulates capital formation without regard to need; (4) It deals 
with a problem less than real, the consequences of uncertainty associated with 
pos.sible disallowance of certain tax claims if associafed ratemaking policies 
are not allowed; (5) it does not present need for an exemption from the general 
Ijollcy against declaratory judgments In tax cases; (6) the bill cannot avoid the 
problem of the Johnson Act prohibition and the policy thereunder against fed- 
eral court Injunctions directed at state public service commissions; (7) the bill 
may be unconstitutional in that It represents an unconstitutional Intrusion on 
state sovereignty and an unconstitutional denial of due process to the rate payer, a 
necessary and indispensable party In the determination of just and reasonable 
rates; (8) the real purpose of the legislation is to ultimately prevent a public 
service commission from making a judgment as to the level of capital needed 
by a utility and whether the public service commission ought to force compul- 
sory interest-free loans from the rate payer to the Investor. 

TESTIMONY OF THE PEOPLE'S COUNSEL OF THE DISTBICT OF COLUMBIA 

Mr. Chairman, Members of the Committee, I appreciate very much the op- 
portunity to testify before you on H.R. 229 to amend Title 28, U.S. Code, to pro- 
vide for Declaratory Judgment In Federal Court of certain t^x issues involving 
public utilities. 

My name is Brian Lederer. I am the People's Counsel of the District of Colum- 
bia. By law I represent all of the rate payers of the city, including the business 
community, the governmental Institutions, and the residential customers. I was 
nominated by the Mayor with the advice and consent of the City Counsel. The 
jurisdiction of the OfiSce of the People's Counsel includes gas, telephone, and 
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electric utilities. The Office lias substantial experience in complex utility issnej*. 
including the matter of taxes and rates. 

I come before you in order to ensure that there he a timely and complete record 
concerning this proposed legislation. 

This bill affects matters of profound economic Importance to the country. Its 
implications ought to be very carefully examined before any action, if any, is 
taken on this bill. 

While this proposed legislation appears simple and ressonable, In my view. It 
in fact addresses a problem that is more illusory than real and would create a 
series of very unfortunate problems. This is a good example where the cure is far 
worse than the disease, to use an old cliche. 

This legislation, if adopted, would aggravate existing conflicts between tiix 
policy and anti-inflationary policy. Coincidental with the decade of rapid Inflation, 
federal tax policy has been moving toward promoting interest-free capital forma- 
tion by public utilities by authorizing tax-saving elections for depreciation, re- 
pairs and investment. The issue is not the tax devices but the attempt to direct 
public service commissions to allow, as a current income tax expense, differences 
between taxes paid and those recorded on a public utility's books, as "deferred 
taxes." 

As I said initially, this bill appears simple and reasonable. All it proposes to 
do on the face of it is to allow a public utility or a public service commission to 
have a declaratory judgment in the event of a particular controversy over -specific 
tax issues between the public utility and the tax authorities, or between the public 
utility and the public service commission. The court hearing would concern rate- 
otaking or tax accounting questions arising from sections of the Internal Revenue 
Code pertaining to public utilities and the investment tax credit, accelerated 
depreciation, and depreciation class lives. 

In addition to the serious conflict between tax policy and antl-lnflatlonary 
policy, this so-called simple and reasonable biU would have other devastating 
problems. Such a collection is, in effect, a mandatory interest-frtee capital invest- 
ment by the rate payer. This capital formation would occur whether or not it is 
needed. Thus, the tax policy to promote it may very well be inflationary. 

It would preempt state utility commissions in an area that is at the heart 
of the ratemaklng authority. Public service commissions across the country 
are charged with setting just and reasonable rates based on record evidence. The 
issue herein involves a determination by a commission on the proper federal 
inoomfe tax amount to be recovered in rates and involves millions of dollars per 
utility. The ratemaklng question is whether or not federal Income taxes col- 
lected in rates will be inflated to permit the collection of taxes that are not in 
fact paid during the ratemaklng test year. 

The practical effect of this legislation would be to allow the utilities a forum 
other than the public service commission in which to have the ratemaklng tax 
issue decided. As a result, the determination of whether or not just and reason- 
able rates requires the collection of unpaid taxes in the test year will be pre- 
empted. In other words, a public service commission would be precluded from 
exercising its discretion. 

The rate level differences between types of tax treatment are not trivial. In a 
recent Pepco rate case, the company requested full tax normalization. The com- 
pany projected that If full tax normalization were granted, it would produce 
150 million of cash flow to the utility not reflected In earnings. 

This legislation, if approved, would push federal tax policy further in the 
direction of stimulating capital formation without regard to need. Furthermore, 
the legislation would prevent a public service commission. In the exercise of Its 
discretion, from minimizing the inflationary ratemaklng impact of such a policy 
push. 

Another problem with the proposed legislation is it deals with a problem that 
Is less than real. The utilities allege "iincprtainty" concerning what the Internal 
Revenue Service would do if the utility elected some form of accelerated depre- 
dation or the investment tax credit and the public service commission did not 
permit the collection of the so-called deferred taxes associated therewith. 

The public utility argues that unless the public service commission allows the 
collection of those "deferred taxes," the Internal Revenue Service may disallow 
tie claim of the investment tax credit, the accelerated depreciation repaid al- 
lowance, or the accelerated depreciation claim Itself. The answer is, "so what?" 

If the refusal of a public service commission to allow the collection of such 
unpaid taxes results in an Internal Revenue Service disallowance of certain 
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tox claims and a consequent higher tax liability for a utility, who is to say 
that the utility will not be allowed to collect those subsequently higher taxee 
from the rate players? Actual taxes paid 81*6 a legitimate expense of a utility. In 
fact, illegal ratemaklng for a public service commission probably would be to 
deny a utility the collection of actual taxes paid. 

Ihere is no need for an exemption from the general policy against declaratory 
Judgments in tax cases. One area in which such judgments have been allowed, 
the determination of eligibiUty for 501(c)(3) charitable corporations, resulted 
from a true threat to the existence of such organizations from challenges to their 
tax exempt status or uncertainty about their tax exempt status. 

A further problem is that a Declaratory Judgment obtained by a public utility 
in one of these tax normalization cases would be useless without the ability to 
enforce such a Judgment against the public service commission by means of an 
Injunction. This enforcement would run counter to the Johnson Act prohibition 
against injunctions in Federal District Courts directed at state public service 
commissions concerning rate orders. 

In addition, this legislation may very well be unconstitutional for two funda- 
mental reasons: First, it may be part of an unconstitutional Intrusion on the 
sovereign authority of each state to decide what accounting or ratemaklng pro- 
cedures best serve the needs of its citizens. 

'Second, the legislation, without any Justification whatsoever, would eliminate 
the rate payers as a party from a Declaratory Judgment lawsuit. The rate payer 
is a party to every rate proceeding and has a strong Justiciable Interest ii the 
outcome of any such Declaratory Judgment concerning federal tax and state 
ratemaklng policies. Such a party is a necessary, if not indispensable, party to a 
rate proceeding. If the rate payer is denied an opportunity to present argument 
in a Declaratory Judgment lawsuit, it could very well constitute deprivation of 
property without due process. 

BMnally, one must understand that the real purpose of this legislation is part 
of a process to prevent a public service commission from making a Judgment as to 
the level of capital needed by a utiUty and whether the commission ought to 
permit the compulsory collection of interest-free capital from the rate payer to 
the utility and, if so, how much. Not only does this deprive a public service com- 
mission of a crucial Judgment necessary for determining Just and reasonable 
rates, but also it permits public utilities to force a public service commission to 
approve rates which may very well be inflationary. 

There are several consequences to an ability by a public utility to force approval 
of rates containing tax normalization. First, it would encourage unnecessary 
construction by utility comjianies by remo^-ing the economic barriers of capital 
acquisition which would ordinarily inhibit nonessential construction. Second, It 
would fail to stimulate a competitive market place for money, and so would do 
nothing to hold down rates. 

I very much appreciate this opportunity to testify and to help complete the 
record on this proposed legislation. 

TESTIMONY OF BRIAN LEDERER, ATTORNEY, PEOPLE'S COUNSEL 
OF THE DISTRICT OF COLUMBIA 

Mr. DANIELSON. Mr. Lederer, thank you very much. We could not 
reach you at the last meeting. I am sorry. You being a hometown 
person; we try to give preference to those who have to travel long 
distances. 

Mr. LEDERER. I understand, Mr. Chairman. I think it's only a $1.30- 
taxi ride up here, as opposed to a $400-airplane trip. 

Mr. DANIELSON. You can come up on the Metro. 
Mr. LEDERER. Yes, I can. That's only 50 cents. 
Mr. DANIELSON. We have one of the "fathers" of Metro over here. 
Mr. LEDERER. We have iurisdiction over taxi rates, so I have to know 

what is happening with them. 
Mr. DANIELSON. I see. 
Your statement likewise will be received in its entirety into the 

record, and you may go ahead and argue your case. 
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Mr. LEDERER. Thank you, Mr. Chairman, 
What I will do here is use part of my statement and then, reflecting 

the fact that it is in the record, omit other parts. 
My name is Brian Lederer. I am People's Coimsel of the District of 

Columbia. By law, I represent all the ratepayers of the city, including 
the business community, the governmental institutions, and the resi- 
dential customers. 

Mr. DANIELSON. YOU are the counterpart of what we call in Cali- 
fornia the "city attorney." Is that not right ? 

Mr. LEDERER. Except that jurisdiction is limited to public utilities. 
Mr. DANIELSON. I see. 
Mr. LEDERER. And in this instance, the Peoples Counsel of the Dis- 

trict of Columbia is nominated by the Mayor with the advice and 
consent of the City Council. So that is another distinction. The juris- 
diction of the Office includes gas, telephone, and electric utilities, and 
the Office has substantial experience in complex utility issues, includ- 
ing the matters of taxes and rates. 

Also, I am a member of the executive committee of the organization 
called the National Association of State Utility Consumer Advocates, 
which is composed of persons like myself similarly situated to repre- 
sent the public in States such as Ohio, South Carolina, Florida, New 
York, Utah, Idaho, and so forth. And the organization, while not 
going officially on record, has unofficially expressed serious concern 
about the impact that this bill could have on the ratemaking efforts 
of the public councils in the various States. 

This bill, in our view—in my \aew—affects matters of profound 
economic importance to the country. We go from great detail, in a 
sense, to great generalities or to issues that have broad, sweeping 
impact, and we shouldn't lose sight of the sweeping impact even 
though the details are critical. This legislation addresses a problem 
that is more illusory than real and, in my view, would create some 
unfortunate problems that have not been heretofore addressed. 

In particular, it would aggravate existing conflicts between tax 
policy and anti-inflation policy. Coincidental with a decade of rapid 
inflation. Federal tax policy has been moving toward promoting inter- 
est-free capital formation by public utilities by authorizing tax saving 
elections for depreciation, repairs, and investment. The issue is not 
the tax devices themselves, but the attempt to direct State public serv- 
ice commissions through the Federal tax laws to allow as a current in- 
come tax expense differences between taxes actually paid and those 
recorded on a public utility's books as "deferred taxes." 

Such a collection amounts to a mandatory interest-free capital in- 
vestment by the ratepayer. This capital formation would occur whether 
or not it is needed. This is a pertinent point to keep in mind as the com- 
mittee considers legislation because there is an assumption that this 
capital formation is all productive and needed. In our experience, we 
have discovered it is not. That is why it becomes an issue of ratemak- 
ing jurisdiction for the commissions, and I will address that a little 
further. 

Thus, what we have is tax policy that promotes capital formation, 
by directing higher State utility rates—regardless of the need for the 
capital formation. Thereby we have a tax policy that is inflationary. 

The question was asked of earlier witnesses, how could the Congress 
help deal with the problem that he telephone companies of California 
have raised? 
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One way it could is by amending the tax law to remove state rate- 
making requirement of normalization to be eligible for Federal tax 
benefits. If a company elects these various capital formation techniques, 
leave the decision as to the ratemaking judgment to the commission 
based on the commission's own judgment as to the capital needs of the 
company. 

As I understand the claim of ineligibility—and it is a claim that has 
come up in other jurisdictions—there are two important points to make 
here: the difference betwen California and other jurisdictions, and the 
reason why California is unique. This whole problem arose because the 
public service commission—and I listened to the witnesses carefully— 
said that the telephone companies in California were imprudent in tail- 
ing to elect a tax benefit prior to the 1969 change in the tax law that 
mandated normalization as a ratemaking technique. If the company 
elected the tax deduction prior to 1969, the commission would have 
had the option of flowing through the benefit to ratepayers. 

All of the Supreme Court cases in California stem from that basic 
finding, that basic conclusion of fact. This hadn't happened in other 
jurisdictions, and that is why California is distinguishable. Other com- 
panies, in fact, took the prudent course and elected the acceleration 
when they could under the tax law, prior to 1969. 

This leads into the second point, and that is, what is this conflict 
over eligibility ? The companies raise it as an attempt to force the com- 
missions to abdicate their own judgment about the level of rates needed 
to support proper capital formation. In the tax code, the primary 
consideration is normalization for ratemaking purposes. As I imder- 
stand it, the company has practically exhausted its appeals in its 
attempt to prove that the California technique fails to meet the stand- 
ards of the Internal Revenue Code, that it is not normalization and 
therefore they would be ineligible. 

The reason why they would run that appeal is because instead of 
being able three-quarters of the amount of booked deferred taxes, they 
want to keep 100 percent, and that is why they would fight it. 

So, really that claim for ineligibilitv, it appears, has just about run 
out of gas. And that is, I believe, why the witnesses have expressed 
their opinion that in all likelihood the company ultimately will be 
found to be eligible. 

Now, the second claim that if the company is allowed to collect this 
interest free capital—and this is a technical point, but it is important— 
should they reflect that in the capital determination that the rate- 
payers must pay a return on in the rates, that is the issue of rate base 
deduction. If the company has a source of interest free capital, 
shouldn't the ratepayers be given credit for it ? And that is really what 
it appears that their substantive claim hangs on—that they might lose 
eligibility. And there doesnt appear to be any basis in the tax code 
for that claim in two controversy by the California companies. 

So, this appears to be a problem that is more illusory than real. 
The heart of my objection to H.R. 229 is how it would help 

preempt State utilitv commissions in an area that is the heart of rate- 
making authority. The public service commissions across the coun- 
try are charged with setting just and reasonable rates based on record 
evidence. And the issue herein involves a determination by a commis- 
sion of the proper level of Federal income tax to be recovered in rates, 
and it involves millions of dollars per utility. 
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The ratemaking question is whether or not Federal income taxes 
collected in rates will be inflated; that is, the Federal income tax ex- 
pense allowed in rates will be inflated to permit the collection of 
taxes that are, in fact, not paid during the ratemaking test year. 

Mr. DANIELBON. In fact, wnat? 
Mr. LEDERER. Not paid. That is what the conflict is all about. And 

the utilities want the commissions to allow them to collect on taxes 
that they haven't paid—^that are booked as deferred taxes. And this 
legislation would help take that judgment away from the commis- 
sions, so the commissions would be forced to allow rates, even though 
they may decide that the rates are unreasonable and imjust, because 
they are allowing the collection of capital that the company does 
not, in fact, need to meet its public service requirements. 

Mr. DANiEiaoN. Let me interject a question. You are in what to me 
is a very thick thicket. I'm having a hard time following you, not 
that you're not doing it well, but I don't have the commensurate 
understanding. 

Are you saying here that under the tax benefit eligibility that we're 
talking about, accelerated depreciation and the like, the Revenue Code 
allows a certain percentage to be taken as the deduction if it is to 
be used for capital purposes? 

Mr. LEDERER. Yes. 
Mr. DANIELSON. But let's just say arbitrarily, that $100 million is 

set oif. The utility doesn't need $100 million this year. They need 
some expansion, but they can do their expansion for $50 million, which 
means that leaving taken $100 million which the law allows them to 
take, they've got $50 million of capital reserves set up that they haven't 
used, but they will be able to use at some other time perhaps that  

Mr. LEDERER. That is what I'm addressing. 
Mr. HARRIS. Will the gentleman yield on that point, then ? 
Mr. DANIELSON. Yes. 
Mr. HARRIS. Just one other point on that. I think the utility com- 

panies, as long as they've got that capital, enjoy using it in the base 
for a return, which can then be reflected in the rate. 

Mr. DANIELSON. In other words, they can earn interest on it, for 
example ? 

Mr. HARRIS. Also, the rate they charge their customer can reflect 
that capital accumulation as a return on the capital. Is that not 
correct f 

Mr. LEDERER. Yes. 
Mr. HARRIS. YOU have to understand that the basic thrust of the 

utility company is to show as much capital as possible, whether that 
is through expansion or through this way. It doesn't make any dif- 
ference to them, because the bigger the capital, the more the rate base, 
the more income that they receive through rates. 

Mr. DANIELSON. I've got that. The new element that came on in my 
mind a while ago was that the utility may collect—I'm using arbitrary 
figures—$100 million as a tax benefit but really onl^ needs $50 mil- 
lion, so it has got an accumulation. It has got a capital formation of 
$50 million sitting here that they don't need yet but which is part of 
the rate base that as the gentleman from Virginia says—and likewise 
it is a source of income tnat could be put to work for them, and then 
a question. Should that capital structure be utilized as part of the 
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rate base in determining the return on capital? And second, how 
about the earnings on it ? Is that what you're saying ? 

Mr. LEDERER. Yes, sir. And that is tlic heart of what a public serv- 
ice commission does—is make that kind of determination in trying 
to determine what are reasonable rates. 

Mr. DANIELSON. We have been speculating here on changes in the 
Internal Revenue Code. Suppose that the Revenue Code provided for 
eligibility for tax benefits of not to exceed, say, 10 percent, but that 
the taxpayer could claim only the amount that they actually utilize. 
In my hypothetical, then, they could only claim the $50 million, and 
the other $50 million would not be available to them. 

Would that, in part, solve your problem ? 
Mr. LEDERER. It would very much tighten it up, because it would 

tie the question of how much they could recover in the rates to what 
they actually needed. Yes, sir. 

Mr. DANIELSOK. And, of course, it would eliminate the interest-free 
capital totally because it would not be there. 

Thank you. Go ahead. I appreciate your answers. 
Mr. LEDERER. I think we nave already addressed the subject that 

the amounts of money are not trivial. And I was just going to add that 
in a rate case that we discussed here in the District of Columbia that 
we litigated last year, that the full tax normalization was probably 
the largest single cash-flow item or one of the largest that the utility 
had on their cash-flow books. 

Just to reiterate the point that we made  
Mr. DANiEifiON. We are using this term "normalization" very often, 

and I think we all have some Wnd of concept. I'm frightened to tell 
you my concept, because it may be totally wrong. For the record, could 
you tell us what we're talking about by "normalization?" 

Mr. LEDERER. Yes, sir. What it is, is the difference between the 
taxes that tlie company actually paid and those it actually recorded 
on the com])any books. And the difference arises because of tax de- 
ductions such as accelerated depreciation, so that what the company 
will do is record on their books straight-line depreciation, but for tax 
purposes they will record accelerated depreciation. And it will create 
the difference in taxes they will call deferred taxes. 

And thev call them deferred taxes because they assume that some- 
where at the end of the life of the asset that they have taken accel- 
erated depreciation on, they will have to end up paying the same total 
amount of taxes that they paid on straight-line depreciation, but the 
timing is different. 

Mr. DANIELSON. In other words, years ago and maybe it's still true, 
there was something called a 5-4-3-2-1 depreciation. 

Mr. LEDERER. Yes; that would be an accelerated type of depreciation. 
Mr. DANIEI^^ON. But to normalize that, you would for the normaliza- 

tion purposes spread it out uniformly straight-line over, let's say, 10 
years ? 

Mr. LEDERER. That is what they do on their company books. They 
choose to do that for financial reporting purposes. So the normaliza- 
tion—what the normalization is is that when you get into setting 
rates—have I lost you ? 

Mr. DANfEi^oN. No, you haven't lost me. I've got the point. 
Mr. LEDERER. When you set rates, you allow the company to collect 

the taxes on their books as opposed to the taxes that they pay. 
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with ratemaking at all. It isn't our business. But I do feel that taxpay- 
ers—I remember I used to get an instruction to the jury that nobody 
is obligated to pay one penny more in taxes than the law absolutely 
requires. You have a right to try to minimize your taxes. You abso- 
lutely have a right to try to minimize them, so I can't blame the tele- 
phone company for trying to stay within the law, but yet utilize the 
provisions of the law as best they can. 

A person who doesn't do that is just missing the boat, because that 
is what you're supposed to do. But there should be a way to resolve 
these problems without just going on forever and forever and forever. 
And that is what is worrying me here. 

Mr. LEDERER. Mr. Chairman, I think the point that is to be made is 
that the California situation has proved unique. And I think that is 
what the city attorneys stated, because the whole California experi- 
ence arose from the finding by the commission that the company has 
imprudent in not taking certain tax benefits, for example, as you your- 
self stated, not taking advantage of all of the tax savings that they 
could take prior to 1969. That was the finding of the commission, and 
the whole California case stems from that. Whereas in other jurisdic- 
tions, that problem never arose. That is one of the reasons why in the 
10 years since we've had the 1969 Tax Act in effect we haven't had this 
problem anywhere else. 

We don't have it in the District of Columbia. To my knowledge we, 
don't have it in Mar-yland or Virginia or Ohio or any of the states that 
I'm familiar with through my contacts with other public counsels. 

Mr. DANIELSON. Why don't you have it? 
Mr. LEDERER. We don't have it, because the companies have generally 

acted prudently and taking the tax benefits when the tax benefits were 
allowed. 

And the whole California problem arose because the company did 
not take advantage of tax saving devices that could have saved not 
only in taxes to tnem but in rates to the ratepayers in the years prior 
to the 1969 Tax Act. That is how this whole controversy got started, 
as I understand it, and I look at the cases, and I've listened to the testi- 
mony carefully, and in other jurisdictions—and that includes the Dis- 
trict of Columbia—the companies were all on flow-through—the elec- 
tric company in the District of Columbia—took all of these deductions 
until, in fact, a couple of years ago. And then when they went the 
other way, they have been able to succeed in persuading the commission 
to give them this tax normalization. 

In most of the public utilities around the country, they have done 
this. So that this uncertainty that we witness arising with the two 
telephone companies in California has not arisen in the other States, 
precisely because the other companies took advantage of the tax laws 
as they existed at the time. 

Mr. DANIELSON. Thank you, and I won't interrupt you again. You 
go ahead with your statement. 

Mr. LEDERER. I hope that clarifies that question. 
Now I wanted to just quickly address what I saw as two possible 

constitutional problems. One is that the legislation may result in an 
unconstitutional intrusion on the sovereign authority of a State to 
decide what accounting or ratemaking procedures best serve the needs 
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<jf its citizens. That is a 10th amendment type problem. But it relates 
to what I testified to earlier concerning the preemption of the author- 
ity of the public service commissions. 

The second problem has to do with the elimination as of this moment 
in the legislation of intervenor standing. Now I know it has been dis- 
cussed, but what I wanted to say is that the ratepayer—and why it is 
probably a constitutional issue—^the ratepayer is a party to every rate 
proceedmg and has a strong justifiable interest in the outcome. Any 
declaratory judgment would not only affect the Federal tax liability 
of a company but also would ultimately affect rates. 

Such a party is necessary if not an indispensable party to a rate- 
making proceeding. If the ratepayer is denied an opportunity to pre- 
sent an argument in a declaratory judgment proceeding ultimately 
affecting rates, it very well could constitute deprivation of property 
without due process. 

Finally, in my view, the real purpose of the legislation from the util- 
ity perspective is a part of a process—and I emphasize process—^to 
prevent a public service commission generally, because it is not a 
narrow legislation—it would apply nationally—from making a judg- 
ment as to the level of capital needed by a utility, which we discussed 
already, and whether the commission ought to permit the compulsory 
collection of interest-free capital from the ratepayer to the utility, and 
if so, how much. 

Now, this is an issue that is coming up with not only telephone util- 
ities but gas utilities, electric utilities, and we've run into a problem 
here in the District of Columbia. In this jurisdiction, based on the cap- 
ital formation plans of a local public utility, they plan for annual rate 
increases every year for the next 8 years, simply to support an increase 
in their capital investment of a very substantial amount which their 
own forecasts show they can't afford. 

So this type of declaratory judgment would make it very difficult 
for the D.C. Public Service Commission to say to the company, "You 
can't do this." 

So not only would this legislation help deprive the private Public 
Service Commission of the authority to make a crucial judgment nec- 
essary for determining just and reasonable rates, but it also may force 
the Public Service Commission to approve rates which may be 
inflationary. 

Finally, the consequences of an ability by a public utility to force 
rates containing tax normalization are these: First, it could encour- 
age imnecessary construction by removing economic barriers of capital 
acquisition which would normally inhibit nonesential construction; 
second, it would fail to stimulate a competitive marketplace for maney 
and do nothing to hold down interest rates because the utilities have a 
subsidy for raising capital; and third, the management of the com- 
panies would not be under any pressure to efficiently manage their cap- 
ital expenditures. And I think as technical as this legislation has been, 
these other issues are also at stake. And I thank the committee for its 
time. 

Mr. DANTELSON-. Thank you, sir. 
Mr. Harris of Virginia ? 
Mr. HARRIS. I want to take the opportunity to commend Brian for 

taking the time to come up here. I know how busy your office is. I 
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think that you have underscored the wisdom of this Congress in estab- 
lishing home rule and creating the office which you currently serve in. 
The contribution, Mr. Chairman, that Mr. Lederer has made in regard 
to local utility rate matters has been enormous. 

Mr. DANIEUSON. Would the gentleman move up closer to the micro- 
phone. I think everyone should hear his words. 

Mr. HARRIS. We have it written out, Mr. Chairman. We will pass out 
copies. [Laughter.] 

But I do feel that the office and the function that you have served 
has been extremely important, I think your testimony today has been 
valuable to me and to the subcommittee as far as putting the problem 
into the proper perspective. 

The question really isn't some vague question on taxes. The question 
is whether the utility company should be permitted to accumulate 
capital without need which ininate its rate base in such a possibly 
unnecessary manner. 

I think the utility company has the responsibility to manage their 
financial affairs in such a way so as to properly protect the ratepayers 
through the proper utilization of tax laws, tf, for any reason, they 
didn't do tliat, I think management is at fault and not the ratepayer. 

And for that reason, I think it is extremely important for us to 
understand that when we intrude into that ratemaking procedure with 
artificial recourse to the courts, the delay in the return oi rate payments 
to the consumers, where they emanated from, and where they should be 
returned, is a matter of great concern to me. 

I'm not sure I understood that that well before your testimony, but I 
understand it now. And I appreciate your time you've given us. 

Mr. LEDERER. Thank you, Mr. Harris. 
Mr. DANIEUSON. Mr. Hughes of New Jersey ? 
Mr. HUGHES. Thank you, Mr. Chairman. 
I think that my colleague from Virginia has eloquently stated my 

own concerns in one aspect of the overall problem. And I think all of 
^ the testimony indicates to date that the California experience is unique 

and that I think there was some suggestion that one other State may 
have had a problem—Maine, I believe, but that was resolved. So, that 
indeed, California is the only State in the country apparently that has 
this particular problem. 

And my only question really at this point is, what, if anv, modifi- 
cation to the Internal Revenue do you think is warranted ? Obviously, 
you are vehemently opposed to H.ft. 229 in any form. You did suggest, 
however, that there is some question in interpretation of the Internal 
Revenue Code of 1954 as is amended, and my only question is, do you 
think that at this point it is proper subject for the Congress to get into? 

Mr. LEDERER. Yes, Mr. Hughes, I do. I think it would deal with the 
California controversy. What I think Congress ought to address is, re- 
move the mflndatory nature of the rate treatment that the commissions 
must give if the companies elect these various deductions, the invest- 
ment tax credit, the accelerated depreciation, and so forth, so that the 
commission can decide what is the proper level of rates to stimulate 
capital formation and not be in a position where it has to approve rates 
that are inflationary. 

And then by removing that mandatory aspect of normalization in the 
tax laws, it would bring Federal anti-inflation policy and Federal tax 
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|)olicy into consistency, which they are now in conflict. And it would 
have the byproduct of eliminating this eligibility problem. 

Mr. HUGHES. And in essence give the commission more flexibility. 
Mr. LEDERER. Yes. And I think all commissions are aware that rates 

have to be just and reasonable, and the constitutional standard for that 
is they must be sufficient to allow a company to attract capital at rea- 
sonable rates and to maintain the confidence of the financial com- 
munity and the financial integrity of the company, so that the financial 
well-being of the company is protected by the very essence of rate 
making in any event. 

And £o what we have is Federal tax policy that is forcing the com- 
missions to grant rates that are more than necessary to be just and 
reasonable. 

I might add as a comment—I mean I notice that Mr. Dalenberg 
referred to financial problems that might arise over the tax liability 
from the financial community, because they could not float some equity 
issuance. Well, as I understand the way that the financial community 
reacts to rates is they want to know, are they just and reasonable, and 
will they give a sufficient return. I haven't heard anything or seen any- 
thing in flie testimony by the representatives of the California tele- 
phone companies that the California commission Tias failed in that 
responsibilitj;. 

Maybe their financial problem in Wall Street has to do with the 
problems with interest rates. But in any event, that one amendment to 
the tax law would help. 

Mr. HUGHES. I understand. I think you have addressed my own 
question very well. Thank you. 

Mr. DANIELSON. Thank you. 
We have tried, Mr. Lederer, in connection with this bill, to get the 

word out to all interested parties, which obviously includes the State 
regulatory commissions, that there is a bill pending, so that they will 
have an opportunity to appear, if they wish, and to be heard. I think 
we have done a fairly pood job of it. 

Do you know of anything, any area in which we have failed to notify 
the public ? We have had letters from a number of people. Is there any 
area that we have left uncovered, so far as you know ? 

Mr. LEDERER. I think, Mr. Chairman, the word has certainly gone out 
about this bill. I know when I heard about it I communicated to my 
colleagues, the other public counsels. I sent a copy of the legislation and 
my testimony. So I think what I want to commend the committee on is 
holding this followup hearing, because that did give time for the word 
to get out and more people to have an opportunity to address the 
subject. 

You may very well be receiving some further communications from 
the other public counsels by way of written letters. 

Mr. DANrELSON. I imagine we will continue to hear from them for 
a while. 

I want to take a different tack on the scope of the proposed bill. 
There has been a good deal of testimony here that the intervenors, as 
we now think of them, should be considered as necessary parties, if 
not indispensable parties. Suppose we went the other way and, since 
the declaratory judgment is intended to result in a definitive statement 
on the taxpayer's liability under the Internal Revenue Code, suppose 
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we went the other way and restricted it to the taxpayer and the In- 
ternal Revenue Service ? 

We wouldn't be impacting the regulatory commissions directly that 
way at all. 

Would you comment on that approach? I have this in mind: The 
idea being to determine what is the meaning of the tax law insofar 
as the taxpayer is concerned. 

Mr. LEDERER. Mr. Chairman, I think if you had a genuine issue of 
eligibility, which I do not believe in fact exists—at least, the company 
has not been all that clear on it. I do not believe that it would still 
address the problem of the ratepayer interest in the outcome of that 
eligibility determination so long as you have connected to that eligi- 
bility determination the ratemaking normalization requirements in the 
tax law. 

Mr. DANIELSON. Are you quarreling with the normalization require- 
ment ? Are you criticizing it ? Do you feel that that is an error in our 
tax laws ? 

Mr. LEDERER. I do, Mr. Chairman. You see, the eligibility problem 
turns around the ratemaking treatment by the commissions, and what 
they have done with these deferred taxes that you talked about earlier, 
that arise when the companies invoke the authority of accelerated 
depreciation and so forth to the Internal Revenue Code. 

The eligibility question, I repeat, arises by the very essence of a 
disagreement over how the commission has handled tne ratemaking 
aspects of the company's tax claims, which is caused by the normaliza- 
tion. Therefore, even if you eliminated the commission as a party, the 
ratepayer still has an interest in the outcome, unless you remove the 
ratemaking treatment as a mandatory aspect of the Internal Revenue 
Code. 

Mr. DANIELSOX. I see. So you would have to include the regulatory 
commission ? 

Mr. LEDERER. Yes, sir, and the ratepayer. 
Mr. DANIELSON. I have no further questions. Thank you very much, 

sir. We appreciate your help. And if you have any additional ideas, 
you, as all other witnesses, are invited to submit them to us. 

Mr. LEDERER. I thank you very much, Mr. Chairman. 
Mr. DANIELSON. We have one additional witness, Mr. Robert Dalen- 

berg, vice president and general counsel of Pacific Telephone. Mr. 
Dalenberg was kind enough to appear at an earlier meeting, and has 
also been kind enough to supply us with some information we then 
requested. And sir, you are back and we are glad to see you, and you 
may proceed at will. 

["The complete statement follows:] 

SUMMABT   OF   SUPPLEMENTAL   STATEMENT   OF   ROBEBT   V.   R.   DALENBEBO.   PACIFIC 
TELEPHONE & TELEGRAPH CO. IN SUPPORT OF H.R. 22f) 

The Pacific Telephone and Telegraph Company has begun to experience the 
adverse consequences of the Inability to determine the effect on tax eligibility of 
the California Public Utilities Coramiseion's September 1977 order. Additionally, 
on July 31, 1979, the California Commission i.ssued another rate order embracing 
the same methodology as the 1977 order which further adversely impacts the 
company. 

We strongly support H.R. 229. When enacted. H.R. 229 will provide a direct 
and narrowly focused method of resolving the federal tax dispute. Moreover. 
H.R. 229 provides a procedure to be used In all states so that public utilities 
can avoid the very serious problems now being experienced by Pacific Telephone 
in California. 
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• I would like to thank you for permitting me to supplement and thereby bring 
up to date the testimony that 1 gave on August 2,1979. 

Events have moved on since that time, and the developments emphasize the 
need to provide a prompt remedy such as that in H.R. 229. 

When I was here in August, I mentioned that The Paclflc Telephone Company 
had filed with the United States Supreme Court for a stay of the decision of the 
California Commission which the Internal Revenue Service has ruled places In 
jeopardy Pacific Telephone's eligibility to use accelerated depreciation and to 
claim the Investment tax credit for federal income ta.x purposes. 

The Federal District Court had held that Pacific "met the requirements for 
injunctlve relief" and has shown it will sustain irreparable injury if the Cali- 
fornia Commission's ratemaking methods retroactively destroyed eligibility to 
claim accelerated depreciation and the Investment tax credit. But the court held 
It could not grant relief because of the doctrine of res judicata. The Court of 
Appeals affirmed but did not disturb the lower court's findings. We filed a formal 
petition for certiorari on August 10, and It is pending. 

Mr. Justice Rehnquist first Issued a temporary stay; however, on August 13 
he dissolved the stay. Mr. Justice Rehnquist pointed out what he viewed as "the 
anomalous nature of the matter" in that 

"* • • the questions which applicants seek to have reviewed on certiorari 
pertain to the application of federal tax statutes as they relate to depreciation 
which may be claimed by public utilities. Since it is this type of question which 
applicants seek to litigate if certiorari Is granted, one would likewise expect 
either an agency or officer of the United States having some responsibility for 
administering these tax statutes named as respondents, instead of the California 
PUC or intervening California municipal corporations." (Slip op. p. 3-2) 

H.R. 229 is designed to avoid the "anomalous" difficulties Involved in bringing 
the state and federal governments to a tmiform understanding and application 
of Sections 46 and 167 of the Internal Revenue Code. 

Under existing law those difficulties are enormous. When we appealed the 
California rate decision, our opponents argued that the problem of federal tax 
eligibility and the meaning of the federal tax law were not issues in the case. 
The courts did not grant review. When we then sought to have the federal courts 
directly examine the matter, the same opponents successfully argued that the 
prior failure to review the case was res judicata and precluded a federal court 
examination of the federal tax law. Thus we find ourselves with no remedy that 
will bind both the state and the federal government. 

H.R. 229 Is needed to permit a prompt, clear, and binding determination. Wait- 
ing for audit and subsequent litigation exclusively with the Internal Revenue 
Service Is not an adequate remedy because of the adverse effect the waiting i)eriod 
has on the financial position of the utility, as well as the consequent impact on 
the public, and the fact that the regulator Is not a party to the proceeding. A 
court may by declaratory judgment deal with the eligibility question for all of 
the tax years covered by the ratemaking. In a timely manner, while the litigation 
following an Internal Revenue Service audit will only cover a year at a time. 
This is a slflnlflcant difference if there Is to be adequate Judicial guidance as to 
adjustments that must be made to reestablish eligibility after any period of its 
loss. Moreover, the tax audit normally raises many Issues. H.R. 229 is limited 
to the single eligibility issue and thus will be .simpler and faster. And, of course, 
H.R. 229 is designed to provide a remedy before, not after, the irreparable injury 
Is done. 

When Justice Rehnquist dissolved the stay order, it became necessary for 
Pacific to file tariffs with the Commission which effectuated the rate reductions 
and refunds ordered by the questionable decision of September 19, 1977. The 
Commission has not approved the refund plan and the rates selected for reduction 
but is expected to do so very shortly. Additionally, on July 31. 1979, the Commis- 
sion rendered another decision in which it Indicated that it will again embrace 
the ratemaking methodology of the September 1977 decision which, as I have 
mentioned, the Internal Revenue Service has ruled will destroy Pacific's ellgi- 
bllltv for the tax benefits. The July 1979 decision directed a further reduction of 
some $42 million in Pacific's rates. We have asked for a rehearing, but do not 
yet know what dl.<i>ositlon will be made of that motion. 

These matters have been severe blows to Pacific. This has been reflected most 
clearly In the reaction of the financial community. In June of this year we had 
embarked upon the sale to the public of ten million shares of common stock. 
Last week we were advised by the proposed lead underwriter that Pacific should 
not go forward with its effort fco sell common stock. The Board of Directors was 
forced to defer the sale indefinitely. This was based upMi an assessment of the 

I 
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market's reaction to the financial effects attendant upon Pacific's loss of the 
federal tax eligibility and the rate reductions Imposed by the California Com- 
mission. We now find ourselves in a position wbere we may be unable to finance 
needed telephone service in the State of California. 

The tax eligibility problem is not limited to a few utilities. Most utilities face 
the problem of maintaining an eligible position as to accelerated depreciation or 
investment tax credit, or l)Oth. While the pioper normalization and ratable flow- 
through methodologies are well known, departures from the proper methods have 
been Intentionally sought or mistakenly embraced in California, Maine and Otiio. 
Other state commissions either intentionally or inadvertently will enter rate 
orders which place in Jeopardy utilities' eligibility for accelerated depreciation 
and the investment tax credit. When that happens, only a procedure like that 
provided in H.R. 229 will avoid the consequences my company is now experienc- 
ing in California. 

The assistance to utilities provided by the tax incentives of accelerated depre- 
ciation and the investment tax credit are large and very important. It is equally 
important that the certainty of their availability or their loss be clearly and 
promptly established. The problem cries out for a remedy that will permit a most 
expeditious means of resolving these tax eligibility questions in a manner that 
binds both the state regulator and the federal tax collector. 

TESTIMOmr OF EOBEST Y. B. DALENBERO, VICE PRESIDENT Aim 
GENERAL COUNSEL, FACIilC TELEPHONE & TELEGRAPH CO. 

Mr. DALENBERG. I appreciate being here again, Mr. Chairman. I 
have a formal statement and I would ask that that be submitted for 
the record. 

Mr. DANIELSON. Without objection, that will be included in full in 
the record. 

Mr. DALENBERO. And then there were two things I thought I ought 
to address before I forget them. 

The first is, I think the preceding people have mentioned the deci- 
sion by the Maine Supreme Court that came down a few weeks ago. 
In that decision, the Maine court—I think the first time any court 
has directly dealt with the normalization provisions of the Internal 
Eevenue Code—the court found the reasoning in the Internal Revenue 
Service rulings that were issued for Pacific, which apparently were 
brought to their attention in that litigation, to be correct reasoning. 

I don't think any of the parties have provided the committee witn 
a copy of that decision, and I'm sorry I don't have a full copy with 
me. But I would like to, if I may, send your counsel a copy of that 
Maine decision. 

Mr. DANIEIJSON. We could obtain it. 
Mr. DALENBERG. I'm not sure it's out in the advance sheets. 
Mr. DANIELSON. Counsel has just handed me a decision dated Au- 

gust 13,1979, by Justice Rehnquist. 
Mr. DALENBERG. NO; I'm talking about the Maine Supreme Court 

and not the U.S. Supreme Court, and it involved the Central Maine 
Pow'er Co. 

Mr. DANIELSON. If you would send it, I would appreciate it. 
Mr. DALENBERG. The court construed the normalization provisions 

as requiring just that, and reversed a decision of the Maine commis- 
sion that had required a partial flowthrough. And Mr. Chairman, 
I must admit, for a fleetina; moment only I thought that maybe I would 
prefer to live in Maine rather than California. 

Mr. DANfELSON. I know that would be a fleeting moment. 
Go head, sir. 
Mr. DALENBERG. The second thing I might mention is a question 

that I think Mr. Pines sort of left for me, and that is, how does the 
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Pacific Telephone Co., and I think the teleplione companies in general, 
handle this reserve. '\Vhen a company computes its deferred taxes, it 
then creates on its books a reserve for the future payment of those 
tiixes. And that amount is shown on its books as a liability account. 
That ultimately is paid off to the Internal Revenue Service. 

Now, that reserve is not left in the form of cash. The dollars that 
have come to the company by following the normalization method- 
ology are promptly invested in capital equipment to serve the 
ratepayers. And in California, where we have currently a capital con- 
struction budget of somewhat over $2 billion a year, the $250 million 
or so that we get each year out of both the accelerated depreciation 
deferral and the investment tax credit only offsets a portion of our 
need for capital equipment and for additional capital in each year. 

So that the reserve itself, while it appears on the bookr of the com- 
pany, is not available should you suddenly, years ]at«r, be told that 
that deferral of taxes was impermissibly done and you must now 
currently pay the taxes. And in that regard, I think we should keep 
in mind that there is a very distinct difference between rate repay- 
ments and payment of taxes to the Internal Revenue Service. And 
I'm sure Mr. Agnost was not trying to mislead the committee when 
he indicated that Pacific had stated to the California courts that it 
could pay the refunds. 

We have always told the California courts we could pay the rate 
refunds. By the same token, we have always told everybody that if 
wp are ineligible for the tax benefits, the payment of—the repayment 
of the taxes by Pacific over this extended period, this more than $1 bil- 
lion that we face now, will be a severe thing for the company, which 
will impact us severely. 

And of course, it is that kind of contingent liability to which I refer 
in my updated testimony, that apparently is having a bad effect on 
our ability to finance the company. That kind of liability, which is 
coming on as a very current thing as the Internal Revenue Service 
moves to collect it, was one of the factors that caused us not to be able 
to sell our common stock, and is a factor that may create serious diffi- 
culty for us in continued financing of this enormous capital need that 
we have in California of well over $2 billion of new plant each year. 

Now, that is a unique figvire. I'm not sure that any private company 
in the United States other than Pacific faces that kind of need. 

Rather than summarize what I have written you, I thought possibly 
I might simply comment on one or two of the other points of the pos- 
sible amendments to the statute that you have before you. 

So far as other parties coming into a declaratory judgment proceed- 
ing, there's no doubt that the Treasury is correct, that the more par- 
ties you have into a lawsuit, the slower it goes. Under the present law, 
I would suggest to you that this question is entirely solved. The dis- 
trict judge has discretion to permit intervention or to keep intervenors 
out, depending upon whether he can see if they will be of assistance. 

The district judge in the Federal lawsuit that we have brought in 
this particular matter that is causing us trouble permitted the cities 
that appeared before you today to mtervene. He also excluded one 
individual ratepayer who sought intervention, who apparently the 
judge thought would not contribute to the case. 

So far as permitting each and every party to a rate case to have an 
independent cause of action to bring a declaratory judgment proceed- 
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ing, I would think tliat would be unwise. There are virtually no stand- 
ing rules in California as to who may intervene in a rate case. I think 
every ratepayer virtually has a right to come into a rate case. And to 
permit everybody to bring declaratory judgments over the tax liability 
of each and every utility would not seem to me to be a solution to the 
kind of problem that we liave, whereas to permit a simple declaratory 
judgment proceeding as to a particular order of a particular commis- 
sion, either by the commission that put in that order or by the utility 
who is directly affected by that order, would pro\nde an answer to a 
question that under today's methodology has to wait for 5, 6, or more 
years, while this unfortunate liability that certainly the Congress 
doesn't like to see us shoulder keeps accruing. 

I think, beyond that, we think that the statute as drafted would 
solve a problem. There is no doubt that the rest of the Nation has 
been watching California and that that may have some effect on re- 
ducing how that problem—how often that problem has popped up. 
But I think you have to keep in mind that virtually every utility that 
I know of—I think most utilities in the United States are faced with 
an eligibility problem, either as to accelerated depreciation or as to the 
investment tax credit. 

The Congressional Record indicates that when the 1969 Tax Reform 
Act was adopted, that roughly half of the States were on normaliza- 
tion and roughly half were using flow-through. Now, every one of the 
utilities that were on normalization has had to continue that way. 
Others have been permitted to elect to shift that way. And therefore 
they all, in each rate case, have the normalization issue before them. 

Congress in 1971, when it adopted the investment tax credit, really 
adopted the thesis of the normalization method of accounting, by pro- 
viding for the ratable flow-through method under option 2 of that tax 
benefit. And it repeated that action in 1975, when it increased the in- 
vestment tax credit. 

Now, it is policy determinations in those three statutes that I would 
support. I think they were wise policy determinations. But there is no 
question that the utilities who are relying upon those determinations 
have received their lates in accordance with them and can be exposed 
to very large liabilities, either if a commission intentionally seeks to 
walk too far near the line or if it simply makes a mistake. The prob- 
lem with things as they now stand is that you can't test it until you 
have been hurt, and the injury is great. The injury hurts not only the 
utility; it will hurt the ratepayei-s and the general community. 

If we are forced to pay back, as Mr. Halperin indicated, as much as 
$3 billion by the time tnis litigation is over, it is going to severely 
injure all of California. If it severely injuries all of California because 
our telephone system is hurt by that, that telephone system is an inte- 
gral part of the U.S. telephone system. The whole Nation will see it. 

Providing for a quick way to resolve this kind of thing is distinctly 
in the public interest. And I would just saj^ again that support the bill. 
We support it and think that we need it as quickly as we can possibly 
get it. 

Thank you. 
Mr. DANIELSON. Thank you. 
Mr. Harris? 
Mr. HARRIS. Thank you, Mr. Chairman. I would limit my questions 

to quick ones, just basically. 
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There is a thesis of utility law, as 1 understand it, that State and 
public utility commossions make determinations with respect to ade- 
quate capital accunmlation and whether or not it is excessive or de- 
ticient. And I thought I heard you saying that the California PUC 
was inadequate in that regard, that they did not permit you adequate 
capital accumulation. 

Mr. DALENBERG. NO, I did not intend to say that. What I suggested 
was that our capital needs currently are over $2 billion. I think we 
are at about $2.3 or $2.4 billion for this year. And that the capital that 
we are able to generate internally won't, of course, anywhere near ac- 
complish that. The open capital markets are pressed and probably 
can't accomplish it for us. And we close the gap with the aid of this 
particular help from the Federal Government. 

Now, the California commission, in the decision that we have all 
been talking about but nobody has really mentioned to you distinctly, 
the commission said clearly and squarely that it wanted to retain eli- 
gibility because the benefits of that eligibility were so great and so 
important, not only to Pacific but to the community in general. 

Mr. HARRIS. I don't think you would have any argument with re- 
gard to eligibility. I want you to retain eligibility, too. But I have a 
great fear that somehow the Federal Government, whether it is 
through the Tax Code or some other method, might be taking over the 
function of the State utility commissions. You wouldn't like that to 
happen, would you ? 

Mr. DALENBERG. No; we're not advocating that. 
Mr. HARRIS. But on the other hand, the requirement for normaliza- 

tion does take over a particular part of that function. 
Mr. DALEXBERO. It leaves it to the commission to do it or not do it. 

The very difficult problem is a commission that says, we are doing it 
right, we want you to have it, but does it wrong. If the California 
commission said to us, we do not want you to participate in the Fed- 
eral program and we will make your rat^s with knowledge that you 
are not. we would have very little problem with that. We would go 
out and work as hard as we could to generate the capital. 

Now, I don't think that we could accomplish it without a very, very 
substantial rate increase. You must realize that this Federal program 
permits our rates to be very substantially reduced from what they 
would be if the program did not exist. 

Mr. HARRIS. I don't think there's any question about that. T lust have, 
as I sav. a notion that through a Tax Code we direct the public utility 
commission to act in a particular way. Do vou really feel it is improper, 
if you get into a matter like this, to aasure that the ratepayer has stand- 
ing in such an action ? 

Mr. DALENBERG. T think the ratepayer is cleanly and clearly and 
totnllV represented bv the commission. 

Mr. HARRIS. In some cases, and in some cases not. 
Mr. DALF.XBERG. I think that is the commission's iob. It's their duty. 

It's what the statute says they're supposed to do. They have arrived 
at their decision. 

Mr. HARRIS. Sometimes they arc just appointed political hacks, 
thoufirh. aren't they ? 

Mr. DALEXBERO. T have never used that term. 
Mr. HARRIS. But isn't that true? 
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Mr, DALENBERO. NO ; I don't think so. 
Mr. HARRIS. This is why you need judicial review, isn't it? 
Mr. DALENBERO. YOU need judicial review because people make 

mistakes. 
Mr. HARRIS. Thank you, Mr. Chairman. 
Mr. DANIELSON. I don't know what in the world a political hack is. 

Maybe they have them in Virginia. 
Mr. HARRIS. That is a member of the other party, Mr. Chairman. 

[Laughter.] 
Mr. DANIELSON. Mr. Hughes of New Jersey ? 
Mr. HUGHES. Thank you, Mr. Chairman. 
It is my understanding in the history of this case that Pacific did 

not feel that its accounting methods entitled them to eligibility. 
Mr. DALENBERO. Pacific's own accounting methods are quite proper. 

The accounting method adopted by the commission in its September 
17, 1977, decision probably will not retain eligibility. And in appeal- 
ing that decision, we have squarely argued that it is inconsistent with 
the eligibility provisions. 

Mr. HUGHES. So in essence, you have felt that you are not entitled 
to eligibility. Then in that Pleasure decision, the California Supreme 
Court determined that you were in error. 

Mr. DALENBERO. The California Supreme Court did not review the 
case. 

Mr. HUGHES. Then the public utility commission decided you were 
eligible ? 

Mr. DALENBERO. There's no question about that. The public utility 
commission said eligibilitv should be preserved; and, second, that 
their action preserves it. And that is where the conflict arises. 

Mr. HUGHES. The point has been made here, and I thought made 
fairly well, that under the circumstances it is felt that—at least the 
city attorneys who appeared here felt—that under the circumstances, 
that Pacific was a lukewarm advocate of its entitlement to continued 
eligibility. And the concern has been expressed that perhaps if we 
set up a separate procedure, such as the declaratory judgment proce- 
dure, that perhaps there wouldn't be the advocacy that we have seen 
to date on this and other issues. 

What do you have to sav about that argument ? 
Mr. DAIJ:NBERO. T would like to comment upon that. The first thing, 

I doubt if I could ever convince them as to our order in any particular 
respect. 

Mr. HUGHES. Do you concede that you might have been in error, that 
you are entitled to continued eligibiiity, that the PUC is correct? 

Mr. DALENBERO. In my own personal opinion, no. I think that they 
made a mistake. But let me give you the complete comment. 

Mr. HUGHES. Let me iust take it one step further and then you can 
respond to all of them. Then if that is the case, I have to assume that 
you feel that the utility should avail itself of accelerated depreciation 
and inveetment tax credit: and if indeed the utility feels that way. 
why isn't the utilitv trying to aret a clarification of the Internal Reve- 
nue Code, since ultimately that should be the final an.swer? Maybe 
you can n ddress all of those points. 

Mr. DALENBERO. First of all, I think it is a mistake. I'm afraid that 
I'm .supported in that by the only people who have written about it. 
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There has been a law review article in the Stanford Law Review that 
reviews this whole thing. It came out saying the attempt by the com- 
mission was an "evasion"—that is the word they used—of the Internal 
Revenue regulations. 

The Rutgers Law Review wrote an article about it, and the author— 
I do not know the author—came to the same conclusion, that the action 
by the Commission will result in our loss of eligibility. The Internal 
Revenue Service in its rulings came to that result. The Solicitor Gen- 
eral, when he apeared before the Supreme Court and advocated that 
the Court look at our case, confirmed that that would be the result. 
The Department of Justice appeared in the ninth circuit just a few 
months ago and filed a brief saying that was the result. 

They all are telling me that my opinion is correct. Now, when we 
went to the Internal Revenue Service and asked for a ruling, we were 
faced with the situation that we, as lawyers, were appealing a com- 
mission decision which we believed w«s inconsistent with the Federal 
tax law, and where we were to assert to the appellate courts that it 
was inconsistent with the tax law. 

And the Internal Revenue Service rules required that counsel who 
seeks the ruling state his view as to what he thinks the outcome must 
be. I think all of us have found ourselves in two courts where we felt 
the requirement on the basis of our professional need to be very square 
with tnat second court as to the position we had taken in the first, 
which we did here and which they have alluded to you, and is the basis 
of their feeling of our lukewarmness, which I can understand. 

But at the same time we did that, I filed a motion with the com- 
mission in which I asked that the commission direct its staff to pre- 
sent to the Internal Revenue Service in connection with our ruling 
request, their position and their arguments as to why their decision is 
good. And the cities were invited by General Telephone to do the 
same thing and General had the same ruling going the same way. They 
declined. They refused to do it. 

Indeed, the California commission entered an order which said 
that if, in fact, it turns out that you are ineligible we will penalize you 
more. They didn't go to the IRS then. I don't know why thej? are here 
saying to you that you should amend this H.R. 229 to permit them to 
enter into the same thing in the future. And that is the full story on 
the question that you asked. 

Now, I'm not sure that I remembered the other issues you raised. 
Mr. HUGHES. Working on the assumption that you feel that Pa- 

cific—€ind General, I assume is in the same category—should avail 
itself of the investment finance credit and accelerated depreciation, 
why, if there is some question as to the question of eligibility, haven't 
you pursued it by trying to get a clarification of the interpretation, 
and a modification if need be of the 1954 tax code ? 

Mr. DALENBERO. What I understand you're saying to me is that the 
California Commission has now imposed a partial flowthrough and 
what we should do is come back to Congress and ask them to change 
the 1969,1971, ami 1975 acts to legitimize a partial flowthrough which 
was specifically what Congress in those acts said it didn't want to do. 

Mr. HUGHES. Don't we have a partial passthrough in other States 
beside California? 

Mr. DALENBERG. It depends entirely, if I remember this law cor- 
rectly, on whether you were on flowthrough accoimting prior to Au- 
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Congress set it with a retroactive date. Then, in all other States they 
are either on normalization or you must take straight line accounting. 
It was not true—as I think was indicated here—that everybody else 
was on flowthrongh. I don't think that's the case at all. 

Mr. HUGHES. I don't think anybody suggested that even'body is on 
flowthrough but obviously the California experience on flowthrough 
is not unique in itself. .\s far as I understand it there are other States 
that do permit some flowthrough. Apparently the problem comes in 
because there is now some question as to whether or not the normali- 
zation procedure that is mandated prevents California, which ap- 
parently is unique with its particular rate order, is denied eligibility. 
And my question is, if that is indeed the issue, why wouldn't it be a 
much preferable approach to get a clarification or modification of the 
statute? Why is that not the preferable route to trying to create an 
entirely new procedure which ultimately will only decide that issue? 
Apparently there must be more that you envision will be decided by 
declaratory judgments than just this issue in the future. 

Mr. DALENBERO. Well, I guess my opinion is that Congress, in decid- 
ing what the basic and proper policy is with respect to this kind of 
tax cut, will retain what I think is an appropriate long-term policy, 
which is to generally require the normalization method of account- 
ing. That normalization accounting is required for all nonregulated 
enterprises. 

If you have got an unregulated business, you have to use normaliza- 
tion accounting. That's all there is to it. And I think Congress is go- 
ing to retain that and I think the chance of legitimizing this flow- 
through by coming back to Congress for something different—first, 
they would conclude it is unwise and therefore there is veiy little 
chance, so that there will be normalization requirements in the fu- 
ture, and as long as there are normalization requirements, then you 
have a need to try to bring prompt certainty into the situation, which 
is what H.R. 229"does. 

Mr. HUGHES. Then if indeed it is the policy of the Congress to 
make normalization the public policy, then don't we still have cer- 
tainty ? Isn't that what we are seeking, if indeed what we are trying 
to determine is what was the public policy in the 1969 amendments? If 
that is what we're trying to decide, ratKer than approach it from an 
oblique point of view—that is, set up an entirely separate procedure, 
and a declaratory judgment procedure with all of the problems and 
pitfalls that that encompasses, wouldn't it be much preferable to get ji 
pronouncement from the Federal Government as to what is the law, 
whether it be in favor of the PUC or whether it be, in fact, support- 
ing the original decision ? 

Mr. DAIENBERG. I really don't know what you are suggesting. I think 
the law is on the books. 

Mr. HUGHES. Yes; but it doesn't address this particular issue, ap- 
parently. 

Mr. DAI.ENBERO. That this be a resolution of Congress that say 
whether Califomia's commission is right or wrong? 

Mr. HUGHES. There's been some suggestion, and I haven't examined 
the technical language, that in the report language in 1969 that there 
was some suggestion as to how this procedure would be implemented. 



237 

We often find that confusion creeps in through the history that we 
write in connection with legislation. "We often leave wide gaps. Often 
the Internal Revenue Service in implementing legislation provides, 
through the regulatory process, regulations that really do not carry 
out the intent of the Congress, and it may very well be that we haven't 
made it very clear. Obviously, there's a great deal of confusion because 
it is now in litigation and the issue will ultimately be decided, per- 
haps, by some court if this declaratory judgment relief is not provided 
through the normal course of appeal. 

And my question is, if in fact we have a question of tax laws, and 
if there is so much at stake, why aren't you approaching it from that 
vantage point also? Why just put all of your apples m one basket, 
that is a declaratory judgment ruling to try to approach this particu- 
lar narrow issue ? 

Mr. DALENBERG. I don't think anybody has seriously thought that 
that question existed. I think that the little piece of legislative history 
that was quoted here was taken badly out of context, and that anyone, 
including all those people I've just related to you who has read that 
legislative history, has made it clear that that little piece would be out 
of context, and that question that you are suggesting as to whether 
there has been a proper rate base deduction, really isn't much of a 
question. 

I think the problem is an ongoing problem of, how do you promptly 
resolves the anomalous treatment of what could be clearly treated. 
There is no question, Mr. Halperin was right, that the safe road is 
well understood 'by all of the commissions. 

It is the commissions that want to get an over to the exact line or 
beyond, that creates severe problems. And the problem is really most 
severe because of this time lag, that when the commission order comes 
down you have to wait 5, 6, Y years before you can litigate it in the 
IRS in the ordinary fashion. That is the real key problem, and unless 
you totally eliminate what has proved to be a very valuable Federal 
program in the sense of the accelerated depreciation program and the 
investment tax credit, unless you totally eliminate that so nobody is 
going to ever have to deal with it, that issue will continue. 

Mr. HtroHES. I'm not so sure anybody has suggested that we elimi- 
nate that, but there has been some suggestion uiat perhaps the com- 
mission should have a little more flexibility in determining in the nor- 
malization procedure just what is a fair and reasonable and proper 
rate. And the conflict with the Internal Revenue Code, perhaps, can be 
relieved by giving some additional flexibility to the public utility 
commissions. 

But even if that weren't the case, there is some legitimate question 
of interpretation—and apparently there is. We had three attorneys 
that testified here earlier, city attorneys. We have had others that have 
testified who are fairly responsible witnesses, you also have testified 
that there is some question of interpretation. And that being the case, 
wouldn't it ibe far more preferable to try to address the confusion and 
the question of interpretation by Congress? Doesn't that provide the 
certainty that you are looking for ? 

Mr. DALENBURG. The confusion they expressed to you is one I'm not 
able to concur in, in that I have not been able to find in either the legis- 
lative history or the statute—if there is something out there that they 
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write it down. I haven't seen it. 

Mr. HUGHES. I have to assume that the public utility commission 
is a responsible agency and they have responsible advice. They have 
interpreted the statute differently than you have, obviously. 

Mr. DALENBURO. They have? 
Mr. HUGHES. Are you suggesting to me that this is not a fair and 

responsible interpretation ? 
Mr. DAuarBURG. Yes. 
Mr. HARRIS. Would the gentleman yield on that? 
Mr. HUGHES. Yes. 
Mr. HARRIS. I think this is exactly the thicket the subcommittee gets 

into when it considers this legislation. The public utility is vested with 
this responsibility in the State. We've got the Federal ooys right into 
the position they should not be in and that is regulating utilities in 
individual States and usurping the sovereign rights of California. 

Mr. HUGHES. I could not agree with my colleague more. I think that 
is exactly what this does. And I thank the chairman. 

Mr. I)ANIBL8ON. I have a couple of questions here, to follow up. 
As I understand it, maybe I am oversimplifying but as I under- 

stand it, what you are seeking is a method of obtaining a definitive 
ruling on what the law means, apropos of whether you are entitled to 
certain tax benefits or are not entitled to them. 

Mr. DALENBERO. That's absolutely correct. 
Mr. DANIELSON. I don't think this bill addresses your form of ac- 

counting directly. You are going to probably have to adjust your form 
of accounting once you determine what is the application of the tax 
law to you. But as I see it, what you are seeking when you ask us to 
consider this legislation, is a method of resolving precisely what is 
the impact of the Internal Revenue Code upon your company apropos 
these two or three items we are discussing; isn't that about all it 
amounts to? 

Mr. DALBNBERG. That is the total of it, 
Mr. DANIELSON. If you could get that definitive statement from the 

Internal Revenue Service promptly, you would be satisfied with that, 
I assume? 

Mr. DALENBERO. In whatever manner will bind the three parties, 
ourselves and the two sovereigns who disagree, 

Mr. DANIELSON. The State, the Federal Government and yourselves ? 
Mr. DALENBERG. Yes. 
Mr. DANIELSON. We're doing a lot of talking about accounting here, 

and the like, and it is all relevant to a degree. But I see this bill only as 
calling for the providing of a method of having a definitive ruling on 
the meaning of certain provisions of the tax law. 

Now, I recall—and I'm happy that the gentleman who is with Mr, 
Halperin is still in the room—I think I recall Mr. Halperin making 
a suggestion to the effect that if such a law as this were to be passed, 
maybe that the jurisdiction should be vested in the Tax Court rather 
than the district court, inasmuch as the Tax Court has a greater ex- 
pertise in tax matters. 

Sir, you are back there. Am I pretty close to home on that statement ? 
Mr. RABINOVITZ. Yes, Mr. Chairman. The only change I would make 

is we would like to see it extended to the Tax Court, not necessarily 
vested exclusively in the Tax Court. 
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Mr. DANIELSON. I see that, both the Tax Court and the district 
court share jurisdiction? 

, Mr. KABINOVITZ. Yes. 
•. Mr. DANIELSON. Thank you. One other question, the subject of tax- 
free capital formation has been discussed in talking with one of the 
witnesses, Mr. Lederer. I brought up the hypothetical situation that 
a company might be eligible for $100 million but only utilize $50 mil- 
lion, and thereby accumulate another $50 million as a capital reserve, 
which is sort of a tax-free status. 

Does that situation apply to Pacific Telephone in the matter before 
us? 

Mr. DAI^NBERO. No; as I indicated, we have never been in a capital 
surplus position. We never l)ave had a capital surplus. We are worried 
about a capital deficit position rather than a surplus. 

Mr. DANIELSON. I think you have responded—no, it was in your 
affirmative statement, you made a statement to the effect that your 
annual capital outlay is around $2 billion, $2.3,1 think you said. 

Mr. DALENBERG. I think that is it, currently. 
Mr. DANIELSON. And that the tax benefits which would be gen- 

erated by the law we are talking about are more in the neighborhood 
of $250 million? 

Mr. DALENBERG. Yes, the actual figures were in my original testi- 
mony here, and I think that's about right. 

Mr. DANIELSON. But that is a ballpark figure. 
Mr. DALENBERG. That's right. 
Mr. DANIELSON. So your capital outlay per annum is running eight 

to nine times greater than the tax benefits you would derive from these 
provisions of the Internal Revenue Code. 

Mr. DALENBERG. Yes. 
Mr. DANIELSON. You could not then be acquiring tax-free capital 

reserve very well under this interpretation ? 
Mr. DALENBERG. Well, not the kind of example that you use. 
Mr. DANIELSON. Well, do you have it under any example ? 
Mr. DALENBERG. NO ; in fact, I don't know—I thought about that 

when you mentioned it before. I'm not quite sure how mathematically 
that could ever work out for any company. Maybe there is some way. 

Mr. DANIELSON. I'm not a good enough accountant to carry that in 
mind anyway, but I just wanted to get those facts straight. I am con- 
cerned here, and this is probaibly as much a comment to my fellows as 
anybody, this case has dragged on for many, many years. Meanwhile, 
your company is building up a potential tax liability which gets greater 
each year. Our other witnesses have assured us that there is an over- 
whelming probability that you will be held eligible for the tax write- 
off and therefore not have to pay an accumulated tax obligation. 

Are you sure you will not have to pay that obligation ? 
Mr. DALENBERG. Well, I don't think any lawyer could look at you 

and say he is 100 percent sure one way or the other. As I expressed, 
my own opinion is that they made a mistake and that we are going to 
pay for that mistake, and that all of these outside people, independent, 
who have an ax to grind, they have all concurred in that up to now. 
And I have not heard any good rationale on how we are going to avoid 
paying those taxes. 

Mr. DANIELSON. You have not yet paid them ? 
Mr. DALENBEBG. No, sir. 
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reserve set up ? 

Mr. DALENBERQ. That is correct. In our published financials, the ac- 
countants show that as a tax liability, period, because under their i-ules 
it can no longer be termed a deferral. 

Mr. DANIELSON. What is the size of that, now ? 
Mr. D.\LENBERG. $1 billion. 
Mr. DANTELSON. HOW much  
Mr. DAtENBERG. $1 billiou. 
Mr. DANIELSON. Would that be in principal or is that including in- 

terest ? 
Mr. DAUINBERO. I think that includes roughly the interest, but again, 

the specific dollars were in my original testimony. 
Mr. DANIELSON. That money is not sitting there as cash, but it has 

been invested and you simply acknowledge it by the book entry ? 
Mr. DALENBERG. That's correct. 
Mr. DANIELSON. What impact does this have on your ability to sell 

stock in Pacific Telephone or whatever other means of financing you 
have? 

Mr. DALENBERG. It is quite apparent that a company where this 
large an amount is likely to be a current liability, has a substantially 
lower credit status than a company that does not. 

Mr. DANIELSON. Well, has it impacted you ? 
Mr. DALENBERG. Yes, it has. It has cost us more for our borrowing. 

As I said, we have recently had to defer the sale of common stock on 
the advice of the underwriters, and as we look forward, we believe we 
are going to have serious difficulties in any form of additional capital 
for the future. 

Mr. HARRIS. Would the gentleman yield ? 
Mr. DANIELSON. Surely. 
Mr. HARRIS. What is the capitalization of the company? 
Mr. DALENBERG. The intrastate capitalization, the portion subject to 

regulation by the California Public Utilities Commission, I think is 
around $6 billion, 6 or 7. 

Mr. HARRIS. HOW about the rest? 
Mr. DALENBERG. I would have to take a look in here. We are up to 

about $8 or $10 billion total. 
Mr. HARRIS. And you feel like this $1 billion potential liability af- 

fects your credit rating that much ? 
Mr. DAU.NBERG. Yes, sir. 
Mr. DAXIEI^SON. I believe you've answered all of the questions I have, 

sir. 
Mr. HtroHES. I have an additional one. 
Mr. DANIELSON. GO ahead. 
Mr. HUGHES. Why. at this point, wouldn't the normal procedure of 

deficiency assessment, notice of deficiency which presumably will be 
going out in the near future—because, as T understand it. the 1974 
audit is lust about completed—and nn appeal to the Tax Court be a lot 
faster than waiting for this legislation to be passed? 

Mr. DALENBERG. It would be. I think at this point  
Mr. Hi7GHF.s. So how is this going to help your situation? I don't 

understand it. 
Mr. DALENBERG. Well, as I said before when T was here, T was not 

at all sure that it could help with respect to the 1977 order. Now the 
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commission, in July of this year, entered another order which indi- 
cated that it will go again to this methodology. It could conceivably 
help with that. The audit and deficiency procedure will get our 1974 
year before the tax court within a matter of some months, I suppose, 
but it is not going to help with the 1978. 

Mr. HUGHES. Well, I suppose it is a matter of public policy, as 
whether you want to encourage continued applications to a tax court 
or Federal district court, where utilities or others decide that they 
want to try to keep it as close to the line as possible. There are many 
ways in which you can, I'm sure, set up your books and you can be safe 
and follow the rules and regulations and the code or you can stretch 
it and try to keep it as close to the line as you want. 

And so, what you're saying in essence is we would set up a procedure 
where a company—not tliat you would—could perhaps stretch the law 
as much as you can to minimize the tax and if you are wrong, can 
always go in and get a declaratory judgment. I mean, isn't that going 
to precipitate a great deal of additional filings before the Federal 
district court? 

Mr. HARRIS. I would not think so. 
Mr. HtJOHES. Well, I find that people, as my distinguished chairman 

said, don't always want to pay more than they have to. And that's 
the way that it should be. I agree with that. I just regret that we in- 
dividuals don't have such things as deferred taxes that we can schedule 
and things like that. 

But I just worry whether or not that wouldn't be one side  
Mr. DALENBERO. I don't think there's any question that if you pro- 

vide a remedy such as this there will be some more litigation than there 
is today without a remedy. But I don't think there is going to be a 
deluge of remedy, nor do I think that you'll find that utilities under- 
take to squeeze themselves as far to the line as possible. 

Mr. HUGHES. Well, there is such a thing as safe accounting prac- 
tices and procedures that follow normal procedures. And then there 
are the pioneers, and human nature is just ingenious in trying to find 
ways to try to avoid paying taxes. And I suspect that if indeed we 
are not helping the California situation with this legislation—a,nd 
that apparently is the case—I wonder as a matter of public policy 
whether setting up a declaratory judgment mechanism is good from 
the standpoint of engendering additional litigation. 

Mr. DALENBERO. I guess I would submit tnat the pioneers are out 
there. And they're going to be out there pioneering whether or not we 
have H.E. 229, and that H.R. 229 is going to help those of us who are 
caught between pioneers. i 

Mr. HUGHES. Thank you. Well put. 
Mr. DANIELSON. I again would make one comment. I am distressed 

here the taxpayers have to go on so many years for a definitive niling. 
That is what bothers me. I think that the utilities should pay the taxes 
they are obligated to pay. I think individuals should pay the taxes they 
are obligated to pay. Everyone should. But it does something to me to 
find that the Government, which has the right to collect the taxes, 
can delay interminably, year after year after year after year, in com- 
ing up with a decision that people must use in order to determine the 
course of conduct that they have to follow. 
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I think, if anything, no matter what happens on this bill, one spin- 
off effect may be that the Revenue Service will move a little bit faster— 
if it moves at all, it will be moving faster. So I think that that could 
be an effect, 

Mr. HUGHES, Mr, Chairman, I don't think the Internal Bevenue 
Service has really caused this—even though I agree with you quite 
often they take a great deal of time in deciding what we thing are 
at times very simple issues. In this situation the tremendous delay has 
not been by the Internal Revenue Service, 

Mr. DANIELSON. Well, you know I sometimes  
Mr. HUGHES. I think that's the first time I've ever defended the In- 

ternal Revenue Service. But I don't think in this instance they have 
been the cause of the delay, and I can't believe that the commis- 
sioner, recognizing how important this is, not just to Pacific and Gen- 
eral, the utilities, but to all the citizens of California, can't make a 
timely decision on the issue, and that the tax court, if indeed an ap- 
peal is filed, can't expeditiously handle a case of this magnitude. 

Mr, DANIELSON. May I ask the gentleman this: How long has this 
matter been brought into the official cognizance of the Internal Reve- 
nue Service? 

Mr. DALEXBERO. Well, we—in 1970,1 think we asked them for a rul- 
ing as to what normalization was, and provided that to the commis- 
sion, but I think that this order—you see, the first definitive thing that 
would ieopardize eligibility was the 1977 order of the commission. 

Mr. HUGHES. The public utility commission, 
Mr. DALENBERG. Yes. And we of course applied for the ruling shortly 

after that came out, 
Mr. DANIEI^SON. When would that have been, more or less? I know 

you don't have the precise date. 
Mr. DALENBERG, November or December 1977. Thev ruled about 

6 months or so later, the following June or July, I think they ruled. 
And as I understand it, their audit procedure, which catches the 1974 
year and completes it about now, is their normal procedure, and that 
maybe it has been speeded up a little bit because they recognize the 
nature of our problem, 

Mr, DANIEIJSON, Well, I just hope  
Mr, DALENBERG, It is the auditing that is the problem, 
Mr, DANIELSON. T can't see that there would be any need to even 

consider this bill which we have been considering, becaxise it appears 
there may be a remedy like it. If there were a more efficient way of 
coming up with a definitive answer to these questions—I hate to put 
this added burden on the district courts, Every time T talk to the 
Judicial Conference they complain about their workload. We created 
152 new judges in the last year. There won't be that many cases, but 
T just hate to put the burden on there, but maybe we don't have any 
choice. 

I think you, Mr. Dalenberg, for your help. At the opening of this 
meeting I stated that T thought this would be the last taking of testi- 
mony. And maybe it will, but I don't want to close the hearings yet. 
It could be that in the next few days there will be some others who 
will contact us and who will have something to contribute. So we will 
keep it open temporarily. 
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I do have, while the committee is still here—that will be the end 
of the testimony for today, however, and I thank each and all of you 
for your help. While the committee is still here, since the last meeting 
I have liad some communications which I would like to put in the 
record without objection. 

! First of all, a letter from the California Public Utilties Commission 
affirming that Mark D. Chandler, who appeared before us before, even 
though he is not an employee of that commission, was appearing with 
their authorization and he did officially speak for them. 

Second, a letter from Pacific Telephone by Mr. Dalenberg, dated 
August 29,1979, submitting some proposed amendments to the bill. 

Third, another letter from the Public Utilities Commission of the 
State of California dated June 22, 1979, stating some objections to 
H.R. 229. 

A letter from Public Service Commission of the State of West Vir- 
ginia, dated August 9, 1979, stating objections to the bill and pro- 
posed amendments should the bill be adopted despite those objections. 

A letter from Idaho Public Utilities Commission dated July 31, 
1979, commenting on H.R. 229 and making several suggestions. 

A letter from Tennessee Public Service Commission, August 16, 
1979, directed to Joel Rabinovitz of the Office of Assistant Secretary 
of the Treasury, a copy of which came to us, commenting also on 
H.R. 229. 

A letter from Pennsylvania Public Utility Commission dated 
July 30, 1979, commenting on H.R. 229 and generally speaking op- 
posing it. 

A letter from Oklahoma Corporation Commission dated August 2, 
1979, on the bill H.R. 229 and opposing it. 

A letter from State of Michigan Department of Commerce dated 
July 23, 1979, a copy of which was furnished to us, directed to Mr. 
Rabinovitz, of the Office of the Assistant Secretary for Tax Policy 
of the Department of Treasury, opposing the bill H.R. 229. 

And last, a letter from the National Association of Regulatory 
Utility Commissioners, dated August 30, 1979, on H.R. 229 stating 
that^—or transmitting a resolution supporting the enactment of H.R. 
229, but suggesting an amendment. 

Without objection, these will be received into the record. And there 
is no such objection. 

[The documents follow:] 
PuBuo UnuTixa COMUISSIOIT, 

STATB OF OALIFOBNIA, 
Augiut 2,1979. 

Congressman GEOBOE E. DAmELSon, 
Chairman, Suhcommittee on Admini»trative lAito and Oovemment Relationt, 

Committee on the Judiciary, House of Repre»entativet, Washington, D.C. 
DEAB CoNOBEfiSMAN DANIELSON : In yonr subcommittee this mornInK testimony 

was presented on H.R. 229. I understand tliat questions were raised concerning 
the authority and responsibility of Mr. Mark D. Chandler to appear on behalf 
of the Cnllfomla Public Utilities Commission. 

The Commission appeared pursuant to your letter request of June 29, 1979. 
Pleafe be advised that Mr. Chandler was authorized by the Commission to 
appear on its behalf and that his presentation was approved by the Commission. 

We remain aTallable to work with your subcommittee to reach an efFective 
solution to the problems addressed by H.R. 229. 

Very truly yours, 
JOHN E. BBTSOH, President. 



PAdFio TELEPHONE. 
San Franettco, Caiif., August 29,1979. 

Hon. OEOBOE E. DARIELSON, 
Chairman, Subcommitiee on Administrative Law and Oovemmental Relations. 
House Judiciary Committee, 
Washington, B.C. 

DEAB CHAIRMAN DANIELSON : At the conclusion of the Subcommittee's hearing 
on H.R. 229 on August 2, 1979, you solicited further comments and recommenda- 
tions of the parties who had appeared at that hearing. There are two specific 
matters I would lilce to address. 

1. Some concern has been expressed that H.R. 229 as presently drafted might 
be construed to create a general federal appeal from state ratemaking orders. In 
order to avoid any such implication the first sentence of Section 2202 could be 
revised to read as follows: 

"(a) A court shall issue a declaratory judgment, as provided In Section 2201. 
In a case of actual controversy between a public utility and either the Secretary 
of the Treasury or a ratemaking body, with respect to the effect of an order of the 
ratemaking body on the public utility's eligibility under the provisions of section 
46(f),167 (I) orie7(m) of the Internal Revenue Code of 1954." 

2. There was a suggestion that every party to the ratemaking proceedings 
should be an essential party to the declaratory judgment action and. in addition, 
any of those parties should be able to initiate a declaratory judgment suit with 
respect to the utility's tax problem. Such suggestion is unwise and should not be 
adopted. H.R. 229 is not designed to create a general federal appeal procedure 
from state ratemaking orders. If it were, the x)articlpatlon of all parties to the 
rate case might be appropriate. Instead H.R. 229 creates a procedure for the 
early determination of a specific Issue of the utility's individual tax liability under 
the Internal Revenue Code. As H.R. 229 recognisses, this Involves a dispute l>e- 
tween a public utility and either the Internal Revenue Service or the state regula- 
tory agency. Other parties to the state ratemaking proceedings are neither neces- 
sary nor appropriate to this federal income tax determination. The other parties 
are able to advance their individual Intere.sts as to rate matters before the state 
agency in the ratemaking proceedings. In addition, under present law the District 
Judge would have discretion to permit intervention by other parties, but such In- 
tervention should not be required since the addition of parties will necessarily 
slow down the proceedings. The matter should be left to the District Judge's 
discretion. 

Thank you for the opportunity to testify before your Subcommittee on August 2 
and to provide these further comments and recommendations. 

Very truly yours, 
R. V. R. DALENBERO. 

Vice President and Oeneral Counsel. 

PTTHLIC UTILITIEE COMUISSION, 
STATE OF CALIFORNIA, 

June 22,1979. 
Re H.R. 229. 
GEOBOE E. DAITXEXSON, 
Chairman, House Judiciary Committee, Subcommittee on Adminislrative Late 

and Oovemment Relations, U.S. House of Representatives, Washington, B.C. 
DEAR CHAIRMAN DANIELSON : The Bell Telephone System is sponsoring legis- 

lation (H.R. 229) that would permit actions to be brought in Federal court seeking 
declaratory judgments with respect to certain provisions of the Internal Revenue 
Code (Sections 4e(f), 167(1), and 167(m)). The Declaratory Judgment Act (28 
U.S.C. 2201) now prohibits such actions with respect to Federal income tax 
matters. 

The Public Utilities Commlslson supports the concept of providing for an early 
determination of significant questions regarding Federal Income tax matters. An 
early determination would be in the Interests of both utilities and ratepayers. 
While we have several specific objections to H.R. 229 as presently drafted, we 
would look forward to working with your committee to reach an acceptable 
soltitlon. 
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The Commission's main objections at this time are: 
First, R.R. 229 does not limit declaratory judgments to questions relating 

strictly to the tax implications of Sections 46 and 167. Federal courts could also 
ftssert control over public utility ratemaking decisions, traditionally an area of 
State jurisdiction and concern with respect to intrastate utility operations. 

Second, the bill provides that only the affected public utility or regulatory 
agency may seek a declaratory judgment. There are normally other interested 
parties in ratemaking proceedings before this Commission, such as large cities, 
consumer groups and representatives of various other classes of customers. We 
believe that the bill is deficient in not including such interested parties within its 
^mbit. 

Third, H.R. 229 Is limited to questions arising under Sections 46(f) and 167(1) 
and (m). No reason for such a limitation appears. If tbe bill has merit, it should 
not be limited so narrowly. Conversely, the very fact of the limitation suggests 
that it is special legislation without any valid purpose that would outweigh the 
potential problems raised. 

Fourth, it is important that H.R. 229 not provide for a stay of a regulatory 
agency proceeding or decision pending conclusion of an action for declaratory 
judgment. This would permit unacceptable interference with state proceedings 
and orderly procedures. Such interference would be contrary to the Federal 
policy against interference with or Interruption of state regulatory rate-making 
proceedings embodied in the Johnson Act, 28 U.S.C. 1342. 

We reiterate our hope to work with your committee to reach an effective 
solution to the problems addressed by H.R. 229. 

Very truly yours, 
JOHN E. BBYSON, President. 

STATE OP WEST VHWINIA, 
PUBLIC SERVICE COMMISSION, 

Charleston, August 9,1979. 
Re H.R. 229, a bill proposing to amend title 28, United States Code, to provide 

for a declaratory judgement in certain cases involving public utilities. 
Mr. JOEL RABINOVITZ, 
Office of the Assistant Secretary for Tax Policy, U.S. Department of the Treat- 

ury, Washington, D.C. 
DEAB MB. RABINOVITZ : The West Virginia Public Service Commission wishes 

to make known its position with regard to the above-referenced bill. 
The Commission is opposed to the enactment of this bill for the following 

reasons: 
The bill would allow Federal courts to dictate to state regulatory agencies In 

the area of Federal tax questions, resulting in a weakening of the regulatory au- 
thority of these bodies. 

The bill would allow Federal courts to enjoin, suspend or restrain the opera- 
tion of rate making orders issued by state regulatory agencies. Again, this would 
weaken the regulatory authority of these bodies, and Is contrary to Federal pol- 
icies against Interference vdth such proceedings. 

We believe the bill should be rejected completely. However, if It is enacted, we 
recommend that the following modifications be made : 

If enacted, the bill should limit declaratory judgements to tax questions. In 
its current form, the bill would permit the courts to establish the rate making 
impact of such questions. 

If enacted, the bill should provide that all parties involved In an action be in- 
cluded In the procedure seeking a declaratory judgement. In its current form, the 
bill allows only the affected utility or regulatory agency to seek a declaratory 
judgement. 

If enacted, the bill should be prospective In Its scope. 
It should not be applied to Issues currently being considered by state regula- 

tory agencies. 
If you require any further clarification of our position on this matter, please 

feel free to contact us. 
Sincerely, 

E. DANDBIDGE MCDONALD, 
Chairman, PuWo Service Oommistion of West Virginia. 
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IDAHO PUBLIC UTIUTIES COMMISSION, 
Boise, Idaho, July SI. 1979. 

Re H.R. 22fr—A bill proposing to amend Title 28, United States Code, to provide 
for a declaratory Judgment in certain cases involving public utilities. 

Hon. GEOBOE F. DAVIDSON, 
Chairman, Suhcommittee on Adtninittrative Law and Governmental Relation*, 

V.8. Bouse of Repretentatives, Washington, D.C. 
DEAB MB. DAVIDSON : The Idaho Public Utilities Commission submits the fol- 

lowing comments on the above-referenced bill: 
1. The bin should be limited strictly to the interpretation of tax statutes, and 

not expanded to other areas which have a direct impact on tax liabilities; i.e., de- 
preciation lives for income tax purposes versus depreciation lives for ratemaking 
puriK>ses. 

2. If the bill is enacted, a pleading for Declaratory Judgment should not be 
limited to the public utility or the ratemaking body. All Intervenors in a par- 
ticular rate case should be eligible to file a pleading for a Declaratory Judgment. 

3. A.T. & T.'s proposed Stay Amendment, when a Declaratory Judgment is 
sought, should be rejected, since this would serloxisly Interfere with the imple- 
mentation of Commission orders. 

In conclusion, the Idaho Public Utilities Commission respectfully requests that 
the Subcommittee on Administrative Law and Governmental  Relations give 
serious consideration to the above comments regarding H.R. 229. 

Respectfully submitted, 
MTBNA J. WALTKBS, 

Commission Secretary. 

TENNESSEE PUBUC SEBVICE COMMISSION, 
Nashville, Tenn., August 15,1979. 

In re H.R. 229, a Mil proposing to amend title 28, United States Code, to provide 
for a declaratory Judgment in certain cases Involving public utilities. 

Mr. JOEL RABINOVITZ, 
Offlce of the Assistant Secretary for Tax Policy, U.S. Department of the Treasury, 

Washington, D.C. 
DEAB MB. RABINOVITZ : The Tennessee Public Service Commission Is opposed to 

H.R. 229 because it would have serious implications on our regulation of rate- 
making authorities, particularly in telephone proceedings regarding accelerated 
tax issues. The bill as written does not limit declaratory Judgment to tax ques- 
tions. The rate-making Impact could also be established by the Federal courts, 
and if H.R. 229 is enacted It should be specifically amended so as to be limited 
to Interpretation of tax statutes so as to not to erode the states' traditional 
Jurisdiction over rate making. 

Alao, the bill as written provides only that the affected utility or regulatory 
agency may seek a declaratory Judgment. It should also authorize action by all 
necessary parties and intervenors sudi as the various cities in Tennessee or con- 
sumer groups that participate in Commission proceedings. It is my understand- 
ing that the bill will be amended so as to provide for a stay while the declaratory 
Judgment matter is pending In Federal court. A stay provision would thus author- 
ize real Interference for State proceedings and Is contrary to the Federal policies 
against interference with such proceedings. 

For the foregoing reasons this Commission is opposed to H.R. 229. 
Sincerely yours, 

Z. D. ATKINS, Chairman. 

PENNSYLVANIA PUBLIC UTIUTT COMMISSION, 
Barrisburg, Pa., July S6,1979. 

Re H.R. 229. 
Hon. PETEB W. ROOINO, 
U.S. Bouse of Representatives, 
Washington, D.C. 

DEAB CONOBESSMAN RODINO : The Pennsylvania Public Utility Commission op- 
poses the enactment of H.R. 229 for the following reasons: 

(1) H.R. 229 would not accomplish the goal of providing a final interpretation 
of Federal tax law in time for use In a rate case. No "actual cwitroversy" be> 
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tween a utility and the PUC can arise until the PUC Issues Its final order In a 
rate case, because the PUC considers the impact of the Internal Revenue Code 
in all cases in the process of reaching its final determination. The declaratory 
judgment action would therefore take place simultaneously with any state court 
appeal of the ratemaking order, and would almost certainly be decided too late 
for inclusion of its results in the appellate briefs. Even if the declaratory judg- 
ment were issued In time for oral argument in the state appellate court, a time- 
consuming and wasteful remand would be necessary if the Judgment were con- 
trary to the Commission's resolution of the issue. 

Further delays inevitably would be caused if the utility did not already have 
a Revenue Ruling from the Department of the Treasury, and no such Ruling 
would be relevant unless based on the precise ratemaking decision issued by the 
PUC. Further delays would be caused by any appeal of the declaratory Judgment 
to a Crlcult Court of Appeal and the U.S. Supreme Court. If the declaratory 
judgment action were not complete before the termination of state court appeals 
from the rate case, it could be too late to avoid losing the Investment Tax Credit, 
under Internal Revenue Code § 46(f) (4). Therefore, the declaratory Judgment 
action would hinder rather than help the process of ratemaking. 

(2) If it were timely, the declaratory Judgment action would Involve an im- 
seemly controversy between the Treasury and a state regulatory agency in the 
Federal courts. If a declaratory Judgment were timely and binding, it would 
control the manner in which a regulatory commission could account for the 
investment tax credit or liberalized depreciation. Whether the Commission's 
order did or did not fit within the guidelines of the Internal Revenue Code would 
be of no matter to the utility, because in the latter event, the order would have 
to be changed if it caused the loss of the investment tax credit or liberalized 
depreciation. Therefore, the utility would not likely be an aggressive litigator In 
the declaratory Judgment proceeding. In effect, H.R. 229 would allow a utility to 
hale the Treasury and a Commission into Federal court. The two agencies would 
do battle, and the utility would collect its spoils from the winner. If the Commis- 
sion won, the utility would be protected from a loss of tax benefits. If the Com- 
mission lost, it could not cause the utility to lose its favored tax situation with- 
out maldng appropriate adjustments. 

(3) The declaratory Judgment litigation might be reduplicated in the state 
appellate courts and in the U.S. Tax Court. If a Commission were to disagree 
with a declaratory Judgment that a certain course of action would cause the losa 
of liberalized depreciation or the investment tax credit, nothing in H.R. 229 
would prohibit it from proceeding with the course of action. Certainly the Fed- 
eral court would not and could not attempt to write a state commission's Intra- 
state ratemaking order. In such a case, no doubt the utility would appeal to the 
state courts, and no doubt the IRS would assess a tax deficiency. The issue would 
then be relitigated in the course of the appeal, and would be relitigated simul- 
taneously in the Tax Court if the utility chose to challenge the IRS assessment. 
If the declaratory Judgment turned on an issue of law rather than fact, the state 
appellate court and the U.S. Tax Court might well call for full briefing and argu- 
ment on the issue. Full briefing and argument in the two courts would certainly 
occur If the declaratory Judgment action were not completely finished, including 
all rights of appeal. 

(4) H.R. 228 is in conflict with the baric polidee of the Declaratory Judgment 
Act, which it would amend. 

(a) H.R. 229 causes Judicial Interference with the orderly Federal tax collec- 
tion process. Normally, taxes are assessed and collected on a basis of a past 
year's transaction. If a taxpayer is fearful about entering into a transaction 
without knowing the position of the IRS, It may seek a Revenue Ruling. Such a 
process is already contemplated under H.R. 229, which requires the application 
for a Ruling before any declaratory Judgment suit. H.R. 229 goes beyond the 
Ruling and attempts to settle a tax question finally before a state regulatory 
commission's decision becomes final. The Commission and the Treasury would 
thus be required to litigate in a situation which would still be fiuid, and mi^t 
be required by a utility to litigate the tax issues In a single rate case several 
times. If the Judgment were against the Commission's Order, the Order would be 
revised. The utility could then seek a new Revenue Ruling and a new declaratory 
Judgment with respect to the new Order, if the utiMty were not completely satis- 
fied with the new Order's propriety under the tax laws. This situation Is directly 
contradictory to the purpose of the tax exception to the Declaratory Judgment 
Act: 
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Thiis, the purpose of the tax exception to the Declaratory Judgment Act, like 
the Antl-Injunction Act, is to prevent the disruption which would occur to the 
federal revenue gathering processes if these processes were subject to judicial 
interference prior to the actual determination, assessment and collection of tax 
liabilities. 

Dietrich V. Alexander, 427 F. Supp. 135,137-138 (E.D. Pa. 1977). 
(b) H.R. 229 provides an unnecessary federal forum for an issue which is and 

should be fully litigated in state courts, and would cause conflicts between 
Federal courts and state regulatory commissions and courts. If a utility is ag- 
grieved with a commission's tax decision, it has full rights of appeal within the 
state's appellate court system. The proper allowance for Federal taxes is a 
matter of state law for intrastate utilities. Even though it involves the interpre- 
tation of Federal law, the amount of allowable expenses is essentially a state 
issue. The injection of a declaratory judgment into the state regulatory and 
appellate process would cause conflicts where none exist, and would require 
time-consuming remands to consider the Federal Court's decision. A Third Cir- 
cuit Court of Appeals opinion, which cites and quotes from Fourth, Fifth, Sixth 
and Ninth Circuit Court opinions, makes it clear that such a situation is 
undesirable: 

The granting of a declaratory judgment is discretionary and not mandatory. 
"Said discretion is to be exercised in accordance with sound judicial principles 
and the purposes of the Declaratory Judgment Act." One such judicial principle 
is the avoidance of needless conflict with a state's administration of its own 
affairs. A second is that litigation belongs in the court which is best suited to 
determine the controversy. "The object of the statute [the Federal Declaratory 
Judgment Act] Is to afford a new form of relief where needed, not to furnish a 
new choice of tribunals or to draw into the Federal courts the adjudication of 
causes properly cognizable by courts of the states." "The . . . statute should not 
be used to secure a judgment which would impinge on a state proceeding and 
which might result in a conflict between the decisions of state and federal 
courts." The Act is not a substitute for an appeal from a state judgment, nor 
does it convey to a Federal court the power to review a state court decision. 
In the appropriate exercise of its discretion, a Federal court should deny 
declaratory relief under the same conditions wherein injunctire relief would 
be impermissible, e.g., where the result would be interference with and disrup- 
tion of state court proceedings. "The statute should not be used to try a case 
piecemeal." A final factor is whether the granting of a declaratory judgment 
would result in increased congestion of the Federal courts. 

Travelers Insurance Co. v. Dallas, 490 F. 2d 536, 543-544 (3d Cir. 1974) (foot- 
notes and citations omitted). 

All of the above factors apply to H.R. 229. It disrupts the states' ratemaking 
and appellate procedures; it draws Federal courts Into a matter which is pri- 
marily a state Issue; It causes possible Federal-state conflicts; it causes a piece- 
meal trial of a rate case; and it might increase congestion in Federal courts. 

Even If the worst occurs, I.e. a state commission's ratemaking treatment causes 
a utility to lose a substantial tax beneflt, the utility may always at that time 
seek redress before the state commission and state courts. The proposed legisla- 
tion, with all Its possible procedural and substantive problems, is therefore un- 
necessary and, worse, counterproductive. 

Sincerely, 
W. WILSON OOODE. 

OKLAHOMA COBPOBATION COMMISSION, 
Oklahotna City, Ohio., August 2,1979. 

Re H.R. 229—A bill proposing to amend Title 28 U.S. Code to provide for a 
declaratory judgment in certain cases involving public utilities. 

Mr. JOEL RABINOVITZ, 
Office of the Assistant Secretary for Tax PoUcy, U.S. Department of the Treagwry, 

Washington, D.C. 
DEAB MR. RABINOVITZ: It Is our understanding that the eaptloned proposed 

legislation has l)een assigned to the House Judiciary Committee for study. The 
Oklahoma Corporation Commission has made an evaluation of the Impact which 
this proposed legislation would have, and this Commission opposes enactment 
of this legislation for the reasons hereinafter stated. 
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An eTaluation of H.R. 229 reveals that this bill, if enacted, would hare serious 
Implications with respect to public utility commission rate making authority. 
The language of H.R. 229 does not limit declaratory Judgment to tax questions. 
Speciflca.ly Section 2202(A) of the proposed bill would authorize the courts to 
issue declaratory judgments in actual controversies with respect to rate making 
and Its relationship to Sections 46(f), 167(1), or 167(m) of the Internal Revenue 
Code of 1954. Reasonable levels of taxes are often at issue in rate making pro- 
ceedings, and this bill would permit federal courts to issue declaratory judgments 
interpreting federal tax questions as they relate to state rate making proceed- 
ings, thus, preempting the rate making authority of state public utility commis- 
sions. In addition the bill as written does not establish the scope of its effect 
If enacted it should minimally provide for prospective application only. 

American Telephone and Telegraph Company has proposed an amendment to 
H.R. 229 which would allow a stay of public utility commission proceedings 
pending resolutions of declaratory judgment issues taken to federal district 
court. A stay of public utility commission proceedings and the effect of any orders 
issued by public utility commissions would create a substantial hardship on 
customers served by utilities in that it would preclude rate adjustments from 
being ordered in a timely manner and would further result in actual interference 
with state proceedings, a result which is clearly contrary to federal policy as 
estabUshed in 28 U.S.C. Section 1342. 

As a result Of the impact which H.R. 229 would have both on public utility 
commissions in attempting to perform their responsibilities and on the rate 
payers whom we seek to protect, the Oklahoma Corporation Commission strongly 
urges your office to oppose passage of this proposed legislation. 

By THE CORPOEATION COMMISSION, 
HAMF BAKEB, Chairman. 
BILL DAWSON, Vice Chairman. 
NORMA EAGLETON, CommiiHoneT. 

STATE OF MICHIGAN, 
DEPABTMENT OF COMMERCE, 

July as, 1979. 
Mr. JOEL RABINOVITZ, 

Offlce of the Assistant Secretary for Tax Policy, U.S. Department of the Treasury, 
Washington, D.C. 

DEAR MR. RABINOVITZ : The Michigan Public Service Commission opposes the 
proposed Bill H.R. 229 which would amend Title 28 of the United States Code 
to provide for Declaratory Judgment in Certain Public Utilities, and the addi- 
tional AT & T Amendments. 

We feel that passage of auch legislation would seriously undermine State regu- 
latory authorities which would not serve the best interests of the ratepayers. 
The supporting rationale for our opposition is as follows: 

1. The proposed legislation is quite ambiguous to the scope of the jurisdiction 
of the federal courts over the state regulatory Commission's ratemaking authority. 
Unless the bill is limited to the interpretation of tax status, serious in-roads on 
the traditional state jurisdiction are certain to occur. 

2. Sections 46(f), 167(1) and 167(M) of the Internal Revenue Code of 1954 
are the only sections of the Code that would me speciflcally subject to declaratory 
judgment jurisdiction under this bill. If the bill has any merit or valid purpose, 
it would not be so limited. 

3. The proposed AT & T amendment (4) would allow a district court to enforce, 
suspend or restrain the operation of State Commission's ratemaking order when 
a declaratory judgment Is sought. This would authorize real interference with 
our state rate-making authority, and is contradictory to the Federal policies 
against interference with such proceedings. 

4. The bill should provide all "necessary" parties with authority to seek a 
declaratory judgment and should not limit such authority to only the affected 
utility or regulatory agency. 

I hope that these comments will be given serious consideration in the formula- 
tion of the administrations position. 

DANIEL J. DEMLOW, Chairman. 



250 

STATE or CONNBCTICHIT, 
ItePABTMENT OF BUSINESS  RBOULATION, 

Dinsioi? OF Pt;BiJC UTILITIES CONTKOI, 
Bartford, Conn., July 30, 1979. 

Mr. JOEL RABHTOVITZ, 
Offlce of the AssUtant Secretary for Tax Policy, 
V.8. Department of the Treatury, 
Wathington, D.C. 
Re: H.R. 229, a bill proposing to amend title 28, United States Code, to provide 

for a declaratory Jud.Kment in certain cases Involving public utilities. 
DEAR MK. RABINOVITZ : Because of the far-reaching potential consequences of 

the subject bill H.R. 229, the Connecticut Dq>artment of Business Regulation, 
Division of Public Utility Control, feels that it must take a position opposing 
this ruling. 

Essentially the proposed bill could have serious implications on state regu- 
latory commissioners' ratemaking authority. This is so because the bill does not 
limit declaratory judgment to tax questions and unless the bill is limited to 
interpretation of tax statutes, inroads on state Jurisdiction are possible. We 
are of the opinion that to the extent the bill would interfere with he flexlbiUy 
and indei)endence of the various state commissions it is undesirable. 

Sincerely, 
JOHN T. DOWNEY, Chairperson. 

NATIONAL ASSOCIATION OF REOULATOBY UTILITY COMVISSIONEBB, 
Washington, D.C, August 30,1979. 

Re H.R. 229, a bill to amend title 29, United States Code, to provide for a declara- 
tory judgment in certain cases involving public utilities. 

To: The Members of the Subcommittee on Administrative Law and Governmental 
Relations of the House Committee on the Judiciary. 

DEAR RETRESE.VTATIVE : The National Association of Regulatory Utility Com- 
missioners (NARUC) deeply appreciated the opportunity to testify before your 
Subcommittee on August 2 concerning H.R. 229. 

We indicated during the testimony that our Executive Committee would be 
meeting August 15-16, 1979, to consider H.R. 229 and other regulatory matters. 

On August 16 the enclosed Resolution Re Declaratory Judgments Respecting 
Federal Income Taxes was adopted. The Resolution supports enactment of H.R. 
229, if amended. 1. "to limit the operation of H.R. 229 to questions of Interpre- 
tation of Federal tax statutes only and not questions of intrastate ratemaking; 
2. to authorize other interested parties as well as utilities and regulatory agencies 
to seek declaratory judgments; 3. to provide for declaratory Judgments under all 
provisions of the Internal Revenue Code; 4. to preclude any stays of a State reg- 
ulatory agency proceeding or decision pending conclusion of an action for declara- 
tory Judgment, or a subsequent Federal action based on such declaratory Judg- 
ment ; and 5. to provide that such bill not constitute an abrogation or modification 
in any respect of the Johnson Act (28 U.S.C. 1342)." 

We shall be pleased to work with the Subcommittee further on this legislation. 
With warm best wishes, I am 

Sincerely yours, 
MABOO L. JAMES. 

Director of CongretaUmal Relations. 

NATIONAL ASSOCIATION OF REOULATOBY UTILITY COMMIBBIONEBS, 
Wathington, D.C, September 19, 1979. 

Hon. OGOBOE E. DANIELSON, 
Chttirman, Subcommittee on Administrative Law and Oovemmental Relations, 

Committee on the Judiciary, U.S. House of Representatives, Cannon Office 
Building, Washington, D.C. 

Re: H.R. 229, a bill to amend title 29, United States Code, to provide for a 
declaratory Judgment in certain cases involving public utilities. 

DEAB MB. CHAIBMAN : Thank you for your recent letter on the above referenced 
bill in which you request our opinion as to who should "be included as proper 
parties to the declaratory Judgment proceeding or what specific categories of 
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persons could quallfr as parties," if the blM were amended to expand the number 
6f persons eligible to initiate such proceeding. 

In a Resolution Re Declaratory Judgments Respecting Federal Income Taxes, 
adopted August 16 by the NARUC Executive Committee, we supported an 
amendment to the bill which would "authorize other interested parties as welt 
as utilities and regulatory agencies to seek declaratory Judgments". We interpret 
this to give authority to seek the declaratory judgment to those persons who 
have standing under applicable State law to appear as parties in the State 
regulatory proceeding from which the declaratory Judgment arises. I have at- 
tached as Appendix A to this letter the Resolution, which I request be inserted 
in the record of this legislation. 

• Also enclosed as Appendix B are letters regarding H.R. 229 from the follow- 
ing member commissions, which we request be inserted in the record as well: 
Connecticut Division of PubUc Utilities Control ;Idaho Public Utilities Commis- 
son; Pennsylvania Public Utility Commission; and Tennessee Public Service 
Commission. 

It has been a pleasure to be of assistance to you. Should you desire additional 
information, please do not hesitate to contact us. 

Sincerely yours, 
MABOO L. JAMES, 

Director of Congrestional Relations. 
Enclosures. 

BBSOLunon RE 'DKCLABA'KX.Y JUDOUENTS REBFECTIHO FEDEBAL INCOME TAXES 

Whereas, No court of the United States may by law issue a declaratory Judg- 
ment with respect to Federal taxes, and H.R. 229 (96th Cong., Ist Session) would 
delete this provision of law with respect to declaratory judgments regarding 
Sections 46(f) and 167 (1) and (m) of the Internal Revenue Code; and 

Whereas, H.R. 229 could provide for an early determination of significant 
Federal Income tax questions and hence would be In the Interests of both util- 
ities and ratepayers; and 

Whereas, H.R. 229, as introduced, first, does not limit declaratory judgments 
to interpretation of tax statutes only, but could apply to questions of intrastate 
ratemaking properly within an area of State jurisdiction; second, provides only 
that the aCTected public utility or regulatory agency may seek a declaratory judg- 
ment thereby omitting other Interested parties representing various customer 
classes; third, is limited to the questions arising under Sections 46(f) and 167 
(1) and (m) of the Internal Revenue Code only, thus excluding from Its scope 
an other potential Federal tax questions ; and, fourth, does not preclude the stay 
of a State regulatory proceeding pending conclusion of an action for declaratory 
Judgment or such a stay pending a further Federal action based on such declara- 
tory Judgment pursuant to 28 U.S.C. 2202, either or both of which would permit 
unacceptable interference with State proceedings and orderly procedures and 
would be contrary to the Federal policy of non-interference with State regulatory 
proceedings embodied in the Johnson Act (28 U.S.C. 1342); now, therefore, be It 

Resolved, that the Executive Committee of the National Association of Regu- 
latory Utility Commissioners recommends that Congress favorably consider H.R. 
229 (96th Congress, 1st Session) with appropriate modifications to limit the 
operation of H.R. 229 to questions of interpretation of Federal tax statutes only 
and not questions of Intrastate ratemaking; to authorize other interested parties 
as well as utilities and regulatory agencies to seek declaratory judgments; to 
provide for declaratory Judgments under all provisions of the Internal Revenue 
Code; to preclude any stays of a State regulatory agencj proceeding or decision 
pending conclusion of an action for a declaratory judgment, or a subsequent 
Federal action based on such declaratory judgment; and to provide that such 
bill not constitute an abrogation or modification in any respect of the Johnson 
Act (28U.S.C. 1342). 

Mr. DANIELSON, I have no further items before us today, and there- 
fore the subcommittee will stand adjourned pending the call of the 
Chair. 

[ Whereupon, at 1:10 p.m., the hearing was adjourned, subject to the 
call of the Chair.] 





APPENDIX 

[The following material was subsequently submitted for inclusion 
in the record.] 

COVINQTON & BURUNG, 
Waghinffton, B.C., September 10, 1979. 

Re: H.R. 229. 
DANLEX I. HALPERIN, Esq., 
Deputy Assistant Secretary, Department of Treasury, 
Washington, D.C. 

DEAB MB. HALPEBIN : In light of our conversation of last week, I have tlie fol- 
lowing comments to offer on behalf of General Telephone & Electronics Corpora- 
tion with regard to H.R. 229 which would create declaratory judgment Jurisdic- 
tion for Section 46(f) and Section 167(1) controversies Involving utilities, regu- 
latory commissions and the IRS. 

I.   H.B.   229   WILL  HAVE  IMPORTANT   APPUCATION   TO  THE   PBE8ENT   CALIFOBNIA 
SITUATION 

First, the California decision, even though court review appears to have been 
exhausted, has not yet been actually applied to reduce rates or cause refunds. If 
H.R. 229 were to become law today, the rate changes and refunds could be held 
off either by voluntary action of the Public Utilities Commission or by a stay 
order while the parties secure a declaration of the tax consequences of Decision 
No. 87838 without risking hundreds of milions of dollars of tax benefits now In 
jeopardy. 

Even if H.R. 229 does not become law rapidly enough to accomplish directly 
the above effect, passage by the House of Representatives might encourage the 
Public Utilities Commission voluntarily to stay its order l>ecause of the tremen- 
dous advantages to the California ratepayers in eliminating the down-side risk 
of Decision No. 87838. 

Even if H.R. 229 is enacted too late to protect the hundreds of millions of 
dollars Involved In 1979 and earlier years, it will still offer a much faster and 
fairer route for judicial resolution of the controversy for the future. In normal 
Federal tax litigation, it is not possible to isolate out the Section 46(f) and Sec- 
tion 167(1) issues from other Federal income tax issues which are necessarily 
Involved for the period in litigation. It takes time for both utilities and the IRS 
to resolve or litigate all other outstandng issues before there can be a decision 
on the depreciation and investment tax credit questions. In General's case, it will 
be several years before there can be a lower court decision deciding the Federal 
Income tax effect of Decision No. 87838. Appeal and certiorarl will undoubtedly 
add a couple more years to that period. Moreover, the Public Utilities Commis- 
sion would not be a party to the tax litigation, though it will be bound by the 
decision in that litigation. 

H.R. 229, by isolating immediately the Section 46(f) and Section 167({) Issues, 
will shorten the period of litigation by at least two years and at the same time 
give the Utilities Commission the right to partici{>ate. 

U.  ENACTMENT  OF  R.B.   220   WILL  NOT  CAUSE  A  FLOOD  OF  DECLABATOBT  JUDGMENT 
LITIGATION 

No doubt some regulatory commission have refrained from following the Cali- 
fornia course because of the awesome potential loss of tax benefits involved. H.R 
229 will remove this threat and allow a regulatory body to proceed on the Cali- 
fornia course without risking loss of tax benefits. 

(253) 
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It is submitted that any increase In litigation will be small and temporary. 
Given the delay in rate cases and their sporadic nature, it is likely that there 
would be a defluitive declaratory decision in the California case before most 
other states would have a chance to get very far down the path. Moreover, many 
states will be reluctant to create delay and uncertainty in their own rates In 
pursuit of such a long-shot wlll-o'-the-wisp. In any event, when there Is a defini- 
tive decision in the California case, other states will not need to Invoke the declar- 
atory judgment procedure to find out what the law is. 

If H.R. 229 does not provide the appropriate mechanism for prompt and fair 
court resolution of the California controversy, I am at a loss to understand what 
Treasury would accept In light of Deputy Assistant Secretary Sunley's March 
28, 1979 testimony before the Oversight Subcommittee of the Committee on Ways 
and Means. 

If there is any additional information which I can supply, please let me know. 
Sincerely yours, 

JOHN B. JONES, Jr. 

IDAHO PUBLIC UTHJTIES COMMISSION, 
Boise, Idaho, July 31, 1979. 

Re H.R. 229—A bill proposing to amend title 28, United States Code, to provide 
for a declaratory judgment in certain cases involving public utilities. 

Hon. GEOBOE F. DAVIDSON, 
Chairman, Subcommittee on Administrative Lavi and Oovemmentai Relations, 

House of Representatives, Washini/ton D.C. 
PEAR MR. DAVIDSON : The Idaho Public Utilities Commission submits the fol- 

lowing comments oh the above-referenced bill: 
1. The bill should be limited strictly to the interpretation of tax statutes, and 

not expanded to other areas which have a direct impact on tax liabilities; Le., 
depreciation lives for income tax purposes versus depreciation lives for rate- 
making purposes. 

2. If the bill is enacted, a pleading for Declaratory Judgment should not be 
limited to the public utility or the ratemaklng body. All intervenors in a partic- 
ular rate case should be eligible to file a pleading for a Declaratory Judgment. 

3. A.T. & T.'s proposed Stay Amendment, when a Declaratory Judgment is 
sought, should be rejected, since this would seriously interfere with the imple- 
mentation of Commission orders. 

In conclusion, the Idaho Public Utilities Commission respectfully requests that 
thQ Subcommittee on Administrative Law and Governmental Relations give seri- 
ous consideration to the above comments regarding H.R. 229. 

Respectfully submitted. 
MYRNA J. WALTERS, 

Commission Secretary. 

NATIONAL ASSOCIATION OF REOULATOBY UTILITY COM MISSION EBS, 
Washington, D.C. August 30,1979. 

Be H.R. 229, a bill to amend title 29, United States Code, to provide for a declara- 
tory judgment in certain cases Involving public utilities. 

TO the members of the Subcommittea on Administrative Law and Governmental 
Relations of the House Committee on the Judiciary : 

DEAR REPRESENTATIV»: : The National Association of Regulatory Utility Com- 
missioners (NARUC) deeply appreciated the opportunity to testify before your 
Subcommittee on August 2 concerning H.H. 229. 

We Indicated during the testimony that our Executive Committee would be 
meeting August 15-16. 1979, to consider H.R. 229 and other regulatory matters. 

On August 16 the enclosed Restilution Re Declaratory Judgments Respecting 
Federal Income Taxes was adopted. The Resolution supports enactment of H.R. 
229, If amended "to limit the operation of H.R. 229 to qucsUons of interpretation 
of Federal tax statutes only and not questions of Intrastate ratemaklng; to 
authorize other Interested parties as well as utilities and regulatory agencies to 
seek declaratory judgments; to provide for declaratory judgments under all pro- 
visions of the Internal Revenue Code; to preclude any stays of a State regula- 
tory Judgment, or a subsequent Federal action based on such declaratory judg- 
ment; and to provide that such bill not constitute an abrogation or modification 
In any respect of the Johnson Act (28 U.8.C. 1342)." 
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We shall be pleased to work with the Subcommittee further on this legislation. 
With warm best wishes. I am 

Sincerely yours, 
MABOO L. JAMES, 

Director of Gimgresitional Relations. 
Enclosure. 

BEBOLUTION    BE DECLAKATOBT    JUD0MENT8    BESPECTtNO   FEDEBAL   INCOME   TAXES ^ 

Whereas, No court of the ruited States may by law issue a declaratory judg- 
ment with res,pect to Federal taxes, and H.R. 229 (96th Congress, 1st session) 
would delete this provision of law with respect to declaratory judgments regard- 
ing Section.s 46(f) and 167 (1) and (m) of the Internal Revenue Code: and 

Whereas, H.R. 229 could provide for an early determination of sigiiiflcant 
Federal income tax questions and hence would be in the interests of botli utilities 
and ratepayers; and 

Whereas, H.R. 229, as introduced, first, does not limit declaratory judgments 
to interpretation of tax statutes only, but could apply to questions of intrastate 
ratemaliing properly within an area of State jurisdiction; second, provides only 
that the affected public utility or regulatory agency may seek a declaratory 
judgment thereby omitting other interested partie.s representing various customer 
classes; third, is limited to the questions arising under Sections 46(f) and 
167 (1) and (m) of the Internal Revenue Code only, thus excluding from its 
scope all other potential Federal tax questions ; and, fourth, does not preclude the 
stay of a State regulatory proceeding pending conclusion of an action for declara- 
tory judgment or such a stay pending a further Federal action based on such 
declaratory judgment pursuant to 28 U.S.C. 2202, either or both of which would 
permit unacceptable interference with State proceedings and orderly procedures 
and would 1 e contrary to the Federal policy of non-interference with State regu- 
latory proceedings embodied in the Johnson Act (28 U.S.C. 1342). Now, there- 
fore, be it 

Resolved, That the Executive Committee of the National Association of Regu- 
latory Utility Commissioners recommends that Congress favorably consider 
H.R. 229 (96th Congress, 1st Session) with appropriate modifications to limit the 
operation of H.R. 229 to question.s of interpretation of Federal tax statutes only 
and not questions of intrastate ratemaklng; to authorize other Interested par- 
ties as well as utilities and regulatory agencies to seek declaratory Judgments; 
to provide for declaratory judgments under all provisions of the Internal Revenue 
Code; to preclude any stays of a State regulatory agency proceeding or decision 
pending conclusion of an action for a declaratory judgment, or a subsequent 
Federal action based on such declaratory judgment; and to provide that such 
bill not constitute an abrogation or modification in any respect of the Johnson 
Act (28 U.S.C. 1342). 

NEED FOB DECLABATORY JUDGMENT LEOISLATION 

Congress has provided liberalized depreciation (accelerated methods of de- 
preciation (accelerated methods of depreciation and shorter periods for depre- 
ciation) and investment tax credit to stimulate the economy and encourage in- 
vestment. For certain regulated utility taxpayers. Congress has restricted the 
availability of these benefits to those utilities which have their rates set in ac- 
cordance with certain requirements set out In the Internal Revenue Code and 
Treasury Regulations. Failure to satisfy these requirements will make the 
utility ineligible for these tax benefits and thereby substantially increase the 
utility's federal tax liabilities. 

Therefore, the availability of these tax benefits rests with the state regula- 
tory body which sets the utility's rates. If a regulatory agency prescribes a 
ratemaldng method which is inconsistent with the requirements of the tax law, 
the utility will no longer qualify for these benefits. If a regulatory agency 
issues a rate order which includes a questionable Interpretation of the require- 
ments of the tax law, the utility has no judicial recourse which will bind the regu- 

» Sponsored by the Honorable Vernon L. Sturgeon, of California, adopted Aug. 16, 1979, 
reported NARDC Bulletin No. 36-1979, pp. 8-9. 
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Idtory agency, the Internal Revenue Service, and the utility itself to a decision 
as to whether the regulatory agency correctly applied the federal tax law. 

Appeal of the agency's order through the state courts will not bind the IRS. 
Section 1342 of the Judicial Code (The Johnson Act) severely restricts review of 
state rate orders in Federal courts. Se<'tion 2201 of the Judicial Code (The 
Declaratory Judgment Act) with one exception for tax exempt organizations, 
prohibits the issuance of declaratory judgments with respect to tax contro- 
versies. Consequently, appeal from an IRS ruling of Ineligibility must await 
completion of IRS audits many years after the regulatory agency's decision has 
been in effect. During this time, the utility will have been exposed to very sub- 
stantial, cumulative federal tax liabilities. 

VOT example, in California, the Public Utilities Commission has ordered that 
the Pacific Telephone and Telegraph Company make refunds to ratepayers of 
approximately $270 million and $60 million per year on an on-going basis, based 
on the Commission's interpretation that certain new ratemaking techniques were 
consistent with requirements of the Internal Revenue Code. The IRS, in two 
revenue rulings issued in June and July, 1978, has indicated that the Com- 
mission's order will disqualify Pacific Telephone for liberalized depreciation 
and investment tax credit. The California Commission refused to participate in 
the ruling requests and has decided to ignore the IRS rulings. On July 13, 1978, 
the California Supreme Court denied Pacific Telephone's petition for review, and 
on December 11, 1978, the United States Supreme Court also denied Pacific 
Telephone's request for review. Pacific Telephone then tiled a petition for re- 
hearing with the United States Supreme Court and this petition was denied on 
February 21, 1979. A petition for rehearing is still before the California 
Commission. 

If a rehearing is denied by the Commission, Pacific Telephone will be re- 
quired to make the ordered refunds and collect reduced rates on an on-going 
basis. In the meantime, the audit of Pacific Telephone's tax returns for the years 
1974 through 1976 are not likely to be completed until sometime late in 1979 
or early 1980. The tax proceedings are not expected to be concluded until the 
end of 1983 at which time Pacific Telephone's possible tax liability, Including in- 
terest, will be in excess of $3 billion. 

Had legislation similar to the proposed legislation been in effect, Pacific Tele- 
phone would have obtained judicial review in the federal courts as to its eligi- 
bility for the tax benefits under the Commission's order which would have bound 
the California Commission, Pacific Telephone and the IRS. If the proposed legis- 
lation is enacted shortly. Pacific Telephone may still obtain expedited judicial 
review which would limit its enormous potential liability for taxes. 

LEOIBLATTVE HISTORY—ACCELEBATEO DEPRECIATION  (SECTION 167, INTERNAL 
REVENUE CODE) 

In the 1954 revision of the Internal Revenue Code (Public Law 83-591), Con- 
gress first enacted a provision to permit accelerated depreciation of qualified 
property, which included the double declining balance method and the sum-of- 
the-years' digits method. 

Congress reasons for allowing more rapid depreciation were stated In the 
House Ways and Means Committee Report: 

"More liberal depreciation allowances are anticipated to have far-reaching 
economic effects. The incentives resulting from the changes are well timed 
to help maintain the present high level of Investment in plant and equipment. 
The acceleration in the speed of the tax-free recovery of costs is of critical 
importance in the decision of management to incur risk. The faster tax write- 
off would increase available working capital and materially aid growing busi- 
nesses in the financing of their expansion. For all segments of the American 
economy, liberalized depreciation policies should assist modernization and ex- 
pansion of industrial capacity, with resulting economic growth, Increased pro- 
duction, and a higher standard of living." (H. Rept. No. 1337, 83d Cong.. 2d 
Sess., p. 24.) 

Under the 1954 law, regulated industries could, just as other taxpayers, elect 
to use straight-line or an accelerated method of depreciation. But controversies 
arose as regulatory agencies began to require the utilities using accelerated 
depreciation to flow through the resulting reduction in federal Income taxes to 
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the utility s customers to lower the customer's service rates. This action by regula- 
tory commissions eliminated the working capital Congress intended to provide 
and resulted in a loss of Treasury revenues. 

"This is because the current tax reduction reduces the rates charged to cus- 
tomers which in turn reduces the utility's taxable income and, therefore, reduces 
Its income tax. This second level of tax reduction is passed on to the utility's 
customers, with the same effect." (House Ways and Means Committee, H. Kept. 
No. 91-413 (Part 1), 91st Cong., 1st Sess., at 132 (1969).) 

Therefore, in 1969 Congress enacted the Tax Reform Act of 1969 which pro- 
vided that utilities (such as the Bell System companies) which had not been 
claiming accelerated tax depreciation may do so only if they normalize for 
accounting and rate-making purposes. Other utilities that had been flowing 
through the benefits of accelerated depreciation could continue to do so. 

The General Explanation of the Tax Reform Act of 1969 prepared by the staft 
of the Joint Committee on Taxation, described the provision as follows: 

"In general the Act provides that If a company (a) is in one of the regulated 
industries to which the Act applies and (b) as of August 1, 1969, either took 
accelerated depreciation and normalized its deferred taxes or took straight-line 
depreciation, then the company is permitted to take accelerated depreciation on 
its tax return only if it normalizes on its regulated books of account and for 
rate-making purposes. Companies that used flow-through as of August 1, 1969, 
unless certain elections are made, are to continue to do so." (General Explanation 
of the Tax Reform Act of 1969, II.R. 13270, 91st Cong., Public Law 91-172, pre- 
pared by the staff of the Joint Committee on Taxation. 

The statutory definition of flow-through and normalization was also provided 
by the Tax Reform Act of 1969. The accounting method known as normalization 
was outlined by the staff of the Joint Committee on Taxation. 

"Normalization involves computing the greater federal income tax liability 
which would have been incurred had the utility used straight-line depreciation, 
including the additional taxes in current expenses, and then adding this amount 
to a reserve for future tax expense. The customer's costs then are the same a? 
they would be under straight-line depreciation and the utility has the cash which 
may l>e used for capital investment, current expenses, or any other corporate 
uses in the same way in which funds generated by a depreciation reserve may 
be used. Even under this method the regulatory agency may, however, exclude 
the reserve from the base on which it computes its rates and in this manner give 
the customer the benefit of its use without providing the utility with a return on 
this amount." (Treatment of Tax Depreciation by Regulatory Agencies, prepared 
by the staff of the Joint Committee on Taxation, July 16,1969.) 

The flow-through method uses accelerated depreciation in computing both the 
actual income tax liability of the public utility as well as for determining the 
income tax expense for book and rate-making purposes. The flow-through method 
permits current income to be charged only with the lower income taxes actually 
paid as a result of the larger accelerated depreciation deduction in the early life 
of the asset. Regulatory agencies require the tax reduction resulting from accel- 
erated depreciation to be flowed-through to the current customer as a reduction 
in the price of utility service. There is no deferred tax reserve to provide for 
future tax liabilities which will occur with accelerated depreciation because in 
the later life of the asset the amount of depreciation will provide much smaller 
deductions to offset income. 

The Senate Finance Committee Report explains some of the very specific 
requirements the committee added to the statute to define for regulatory agencies 
the proper method of setting rates where accelerated depreciation is involved 
(S. Rept. No. 91-5,'>2, 91st Cong.. Ist Sess.. at 1.52-153 (1969).) 

The Act did not change the power of the regulatory agency in the case of 
normalization to exclude tlie normalization reserve from the base upon which 
the agency computes the company's rate of return. (S. Rept. No. 91-552, 91st Cong 
1st Sess., at 152 (1969).) Therefore, the tax law does not require that utlUties 
earn on this reserve. 

In requiring the tax benefits of accelerated depreciation to be normalized 
Congress accepted the arguments of advocates whose testimony at public hear- 
ings was summarized by the staff of the Joint Committee on Taxation. 

"The 'normalization' method involves setting up a reserve account for deferred 
taxes, recognizing the future liability for increased federal income taxes when 
the depreciation deduction declines over the life of the asset. The use of cost-free 
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capital Is the benefit distributed to the consumer over the life of the asset through 
the use of the tax deferral account. The advocates of normalization maintain 
that this method of accounting for accelerated depreciation avoids charging 
future customers with increased taxes resulting from earlier use of a dispropor- 
tionately large tax deduction attributable to the utility property that serves 
them." (Summary of Testimony on Treatment of Tax Depreciation by Regulatory 
Agencies at Public Hearings held by the Committee on Ways and Means. Pre- 
pared by the staff of the Joint Committee on Taxation July 11,1969.) 

LEGISLATIVE HISTORY—INVESTMENT TAX CKEDIT  (ITC)   (SECTIONS 38 AWD 48, 
iNTERNAi, REVENUE CODE) 

I.   StTMMABY   OF   THE   LEGISIATIVE   H18T0BY 

Revenue   Act   of   1962   (Public   Law 
87.^834) ITC adopted to stimulate investment; 

7-pereent-standard credit; 3 percent 
for public utilities. 

Public Law 89-800 Suspended ITC from Oct. 10, 1966, to 
Mar. 10,1967. 

Tax Reform Act of 1969 (Public Law 
91-172) Repealed ITO. 

Revenue   Act   of   1971   (Public   Law 
92-178) ITC     reenacted;     "-percent-standard 

credit; 4 percent for public utilities. 
Tax Reduction Act of 1975 (Public Law 

94-12) _ Increased ITC to 10 percent for all tax- ^^^^^^ ^^^^ ^^ ^^ ^^^^ PubUc util- 
ities were permitted to offset up to 
100 percent of tax Uability in 1975 
and 1976; thereafter, to be phased 
down by 10 percent each year, to the 
standard 50 percent limitation appli- 
cable to all taxpayers by 1980. 

Tax Reform Act of 1976 (Public Law 
94-455)  Extended ITC at 10 percent until Jan. 1, 

Revenue   Act   of   1978   (Public   Law 
95-600) Permanent ITC at 10 percent: offset np 

to 90 percent of tax liability; ex- 
tended credit to certain structures. 

XOTE.—The additional 1% percent ITC for Employee Stocii Ownership Plana 
is not covered herein.) 

II.  THE REVENUE ACT OF   1971    (PUBLIC   LAW   92-178) 

The Revenue Act of 1971 set out the present rules for treatment of the ITC in 
rate-making proceedings: 

"In restoring the investment credit for public utility property of regulated 
companies, the committee has given careful consideration to the impact of this 
credit on rate-making decisions. Although there are many different ways of treat- 
ing the credit for rate-making purposes, your committee, in general believes that 
it is appropriate to divide the benefits of the credit between the customers of the 
regulated industries and the investors in the regulated industries." (Ways and 
Means Committee, H. Rept. No. 92-533, 92d Cong., 1st Sess., at 24 (1971).) 

Congross decided It would not be appropriate to flow through the benefits of the 
ITC to the utility's customers. 

"To permit all the benefits of the credit to be flowed through to the customer 
currently could have an impact on revenues which is approximately twice that 
applicable in other cases. Moreover, the basic purpose of the investment credit Is 
not an allooatlon of resources which will stimulate consumption of any particular 
type of pro/luct or senlce." (Ways and Means Committee, H. Rept. No. 92-533, 
U2d Cong., 1st Sess., at 24 (1971).) 

Identical language also appears in the report of the Senate Committee on 
nuance. S. Rept No. 92-437,92d Cong., 1st Sess., at 36 (1971). 



269 

"For tbese reasons, as a general rule, the bill does not make the credit available 
where all the benefit from it would be flowed through currently to the customers." 

The Act provided three options to public utilities for treatment of ITC, which 
the utility had to elect within 90 days of enactment of the 1971 Revenue Act. (See 
Conference Report. H. Rept. No. 92-708, 92d Cong., Ist Sess., at 38  (19S71).) 

Option 1.—The credit may not be flowed through to income but may be used to 
reduce the rate base (provided that this rate base reduction is restored not less 
rapidly than ratably over the useful life of the property). 

Option 2.—The credit may be flowed through to income (but not more rapidly 
than ratably over the useful life of the property) and there must not be any 
adjustment to reduce the rate base. 

Option 3.—Immediate flow-through of the credit, but this option was available 
only by a utility which previously used flow-through accounting in connection 
with the accelerated depreciation of its post-1969 property. 

in.   THE   TAX   SEDUCTION   ACT  OF   1975    (P.L.   94-12) 

In 1975, Congress increased the ITC to 10 percent for all taxpayers. Although 
the principal focus of the 1975 Act was tax reduction, the Ways and Means Com- 
mittee sought a balance between economic stimulus to consumption and the 
stimulus to business investment to provide jobs and increase productivity. 

"In view of the low and decreasing level of economic activity and the poor 
expected level of investment, your committee concluded that a balanced program 
which encourages both consumption and investment will be a more effective 
method of stimulating the economy than attempting to focus all of the tax stimu- 
lus on consumption. In addition to providing short-run stimulus to the economy, 
an increase in the amount of investment is desirable for other reasons. The In- 
vestment not only creates jobs both directly and through the multiplier effect in 
the short run, but it also increases productivity. This is anti-inflationary because 
it increases the amount of output available to meet future consumer demands and 
because it results in lower production costs which means that money wage in- 
creases will not exert the same degree of upward pressure on product prices that 
they would in the absence of growing productivity. Increased productivity also 
ha.s favorable Implications for our balance of payments and the exchange rate 
of the dollar. Finally, unless in the future the stock of capital Is increased slg- 
nlflcantly, there will be serious problems in providing enough jobs for those 
entering the labor force. In view of these considerations your committee con- 
cluded that it would be appropriate to increase the investment credit rate to 
10% from the 7-percent rate currently available." (H. Rept. No. 94-19, 94th Cong., 
1st Sess., at 11-12 (1975).) 

In recommending an increase in the ITC from 4 to 10 percent for utilities, the 
Ways and Means Committee Report stated: 

"Under existing law, a 4 percent Investment credit is provided for most public 
utilities, as compared to the 7 percent-Investment credit which applies generally. 
This lower Investment credit for public utilities discriminates against investment 
in utilities and impedes such Investment at a time when the public utilities need 
such large amounts of capital to build up their capacity to meet the growth in 
demand for their services. Public utilities have experienced very con.siderable 
diflBculty in recent years in securing capital for essential expansion in view of 
the depression state of the stock market, tight money, and the reluctance of 
regulatory commissions to grant rate increases to cover increased costs." (Ways 
and Means Committee, H. Rept. No. 94-19, 94th Cong.. 1st Sess., at 12 (1975).) 

Under the House bill (after a very close vote In the House Ways and Means 
Committee), a limit of $100 million was Imposed on the increase in the invest- 
ment credit that could be claimed by any one taxpayer by reason of the increase 
in the rate of the Investment credit. The Senate Finance Committee deleted 
this limitation. (S. Rept. No. 94-36. 94th Cong., Ist Sess., at 42) In fact, the Umit 
applied only to one taxpayer. AT&T, as the Senate Finance Committee report 
concluded. The Conference Committee agreed with the Senate's deletion of this 
limitation. (H. Rept. No. 94-120, 94th Cong., 1st Sess., at 63 (1975).) 

The Tax Reduction Act of 1975 further restricted the use of the flow-through 
method of accounting for the 6 percent increase in the credit (4 to 10 percent) 
for public utility property. Congress provided that all utilities must use a nor- 
malization method of accounting for the 6 percent increase in the credit. Even 
those utilities allowed to use the flow-through method under the 1971 Act were 
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required to normalize the Increase In the Investment credit unless they specifi- 
cally elected immediate flow-through within 90 days of the enactment of the 
1»75 Act. 

IV. THE REVENUE ACT OF 1978   (PtTBLIC LAW 95-600) 

As recommended by President Carter, Congress made the investment tax credit 
permanent at a 10 percent rate and increased the present offset against tax 
liability to up to 90 percent. 

"Since its enactment in 1962, the investment tax credit has been an effective 
Incentive to investment in qualified equipment. Statistics on such investment 
show a positive relationship between the level of investment and the enactment, 
reenactment, suspension, repeal, or a change in the rate of the credit. Investment 
has increaseid when the credit has been available and decreased when the credit 
was rescinded. The effectiveness of the credit arises from the fact that It reduces 
the purchase price of the equipment and In effect increases the net cash flow 
after taxes to the investor." (Ways and Means Committee, H. Rept. No. 95-1445, 
95th Cong., 2d Sess., at 82 (1978).) 

CALIFOBNIA   PUC   DECISION 

Decision No. 87838 of the California Public Utilities Commission was issued 
September 13, 1977 in a rate decision involving Pacific Telephone and Telegraph 
Company and General Telephone Company. The decision followed hearings on 
remand of a prior Commission Order by the California Supreme Court. The 
remand was limited to the consideration and determination of the proper treat- 
ment of accelerated depreciation, ADR, the class life system, and the Investment 
tax credit in determining rates for service. 

The decision orders refunds for the period beginning August 17, 1974, through 
December 31, 1977, in the sum of $205,856,000, including interest, and a reduction 
of on-going annual rates of $60,494,000. It uses a methodology which the Com- 
mission states is consistent with the requirements set out in the Internal Revenue 
Code by Section 167 (l) (3) (G) for depreciation and by Section 46 (f) (2) for 
the investment tax credit, so as to preserve Pacific's eligibility for accelerated 
depreciation, ADR, the class life system, and the investment tax credit. 

To remain eligible for accelerated depreciation, the Internal Revenue Code 
requires a utility to use the normalization method of accounting. Normalization 
Involves computing the greater federal tax liability, which would have been in- 
curred had the utility used straight-line depreciation, and then adding this 
amount to a reserve for future tax expense. The regulatory agency may exclude 
the reserve from the base on which it computes its rates, which would prevent 
the utility from earning a return on this amount. 

The Commission's method, referred to as "averaged annual adjustment," re- 
duces Pacific's net revenue requirement for the test year by an amount deter- 
mined by multiplying the average of Pacific's deferred tax reserve for the test 
year and the three succeeding years by Pacific's authorized rate of return. This 
Is equivalent to reducing Pacific's rate base for the test year by the four-year 
average deferred tax reserve. This four-year average deferred tax reserve is 
greatly in excess of the deferred tax reserve for the test year. However, under 
the Commission's method, the tax expense used to compute cost of service for 
ratemaking purposes is only the tax expense for the test year instead of using 
a four-year average tax expense. 

In the case of the investment tax credit, the rules of Section 46 (f) (2) are 
Intended to insure that the credit is not flowed through currently to the tax- 
payer's customers but rather is flowed through ratably over the life of the prop- 
erty which gave rise to the credit. Under Section 46 (f) (2), one of the options 
provided for in the Internal Revenue Code, eligibility for the credit can be main- 
tained only if the credit is flowed through as a reduction in cost of service no 
more rapidly than ratably over the period for which depreciation expense is 
recognized on the property that produced the credit. In addition, to assure that 
there is not excessive flow-through. Section 46 (f) (2) provides that the rate 
base may not be reduced by reason of any portion of the credit. 

The "annual adjustment" to rates required by the Decision is Inconsisent 
with both of these rules. The Decision requires the amount of investment credit 
amortization to be recalculated each year to reflect anticipated investments in 
new property, without adjusting the rate base, depreciation expense, or other 
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cost of service factors which would Increase as new investments are acquired. 
Therefore, this method reduces the cost of service by more than a ratable por- 
tion of the credit which results In loss of eligibility. 

DECISION     NO.     87838,     SEPTEMBER     13,     19TT,    BEFORE    THE    PinBLIC    UTIUTIE8 
COMMISSION   OF  THE  STATE OF   CALIFORNIA 

Application No. 53587 (Filed September 19, 1972) 

In the matter of the Application of the Pacific Telephone and Telegraph Co., 
a corporation, for authority to Increase certain intrastate rates and charges 
applicable to telephone services furnished within the State of California. 

Application No. 51774 (Filed March 17, 1970) 

In the matter of the Application of the Pacific Telephone & Telegraph Co., 
a corporation, for authority to Increase certain intrastate rates and charges 
applicable to telephone services furnished within the State of California. 

Application No. 55214 (Filed September 30, 1974; amended December 13, 1974) 

In the matter of the Application of the Pacific Telephone & Telegraph Co., 
a corporation, for telephone service rate Increases to offset Increased wage, 
salary and associated expenses. 

Case No. 9503  (Filed January 30, 1973) 

Investigation on the Commission's own motion Into the rates, tolls, rules, 
charges, operations, separations, practices, contracts, service and facilities of 
the Pacific Telephone & Telegraph Co. 

Case No. 9802 (Filed November 26, 1974) 

Investigation on the Commission's own motion into the rates, tolls, rules, 
charges, operations, separations, practices, contracts, service and facilities of 
the telephone operations of the Pacific Telephone & Telegraph Co. 

Case No. 9832  (Filed November 26. 1974) 

Investigation on the Commission's own motion into the rates, tolls, rules, 
charges, operations, costs, separations, inter-company settlements, contracts, 
service, and facilities of the Pacific Telephone & Telegraph Co., a California 
corporation. 

Application No. 51904 (Filed May 15, 1970; amended July 17, 1970) 

In the Matter of the Application of General Telephone Co. of California, a 
corporation, for authority to Increase its rates and charges for telephone service. 

Application No. 53935 (Filed March 28, 1973) 

In the Matter of the Application of General Telephone Co. of California, a 
corporation, for authority to Increase Its rates and charges for telephone service. 

Case No. 9100 (Filed August 4, 1970) 

Investigation on the Commission's own motion Into the rates, tolls, rules, 
charges, operations, separations, practices, contracts, service and facilities of 
General Telephone Co. of California. 

Case No. 9504  (Filed January 30, 1973) 

Investigation on the Commission's own motion Into the rates, tolls, rules, 
charges, operations, separations, practices, contracts, service and facilities of 
the telephone operations of all the telephone corporations. 
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Case No. 8578 (Filed July 3, 1973) 

Investigation on the Commission's own motion, into the rates, tolls, rules, 
charges, operations, costs separations practices, contracts, service, and facilities 
of General Telephone Co. of California, a California corporation; and of the 
Pacific Telephone & Telegraph Co., a California corporation. 

OPINION 

This Is the latest, and hopefully the final, proceeding on the long and tortuous 
road involving the regulatory rate treatment of accelerated tax depreciation 
(which includes asset depreciation range, class life system, salvage value, and 
repair allowance) and the Job Development investment Credit, now called the 
Investment Tax Credit (ITC). for two major Ca)ifornla telephone utilities, The 
Pacific Telephone and Telegraph Company (Pacific), and General Telephone 
Company of California (General). This proceeding results directly from the 
remand by the California Supreme Court In City of Los Angeles v. Public Vtili- 
ties Commission (1975) 15 C 3d 680, which annulled that portion of the rate 
increase granted Pacific In D. 83162 dated July 23, 1974 which related to accel- 
erated tax depreciation and ITC. (All other matters decided in D. 83162 were 
affirmed by the court.) This annulment also applied to General because In 
D. 83778 dated November 26, 1974 General's accelerated tax depreciation and 
ITC were treated by this C-ommlsslon In the same manner as was Pacific's in 
D. 83162. 

At the time the above decision was filed by the court, there was under sub- 
mission another rate Increase proceeding for Pacific, A. 55214, In which we Issued 
D. 85287 on December 30,1975. D. 85287 granted a rate Increase subject to refund 
to provide for any adjustment In the rates that might be required as a result 
of the hearings in the Instant proceeding. In addition, at the time this matter 
was remanded by the court two rate increase applications, A. 55492 for Pacific 
and A. 55383 for General, were pending. The accelerated depreciation and ITC 
issues in those proceedings were removed for final determination In this 
proceeding. 

In the remanded matters this Commission had set rates base<] on the normali- 
zation method of accounting,' which involves the computation of rates based on 
the same method of depreciation, both for depreciation expense and federal 
Income tax expense, while the federal Income taxes are actually paid on the basis 
of a different amount of (accelerated) depreciation expense. Since accelerated 
depreciation .substantially Increases the allowable expenses to the utility, the 
taxable Income, and therefore the federal Income tax expense of the utility, is 
substantially below what it would have been had taxes been paid on the rate- 
making (straight-line) depreciation basis. The difference between the amount 
of taxes computed on a straight-line depreciation basis and an accelerated de- 
preciation basis Is reflected In a reserve account called the deferred tax reserve. 
This amount, on an average basis, is deducted from rate base so that the au- 
thorized rate of return Is not earned on this sum. Tlie deferred tax reserve ac- 
cumulates from year to year disproiiortlonately to revenues, expenses, and rate 
base as long as the overall plant additions by the utility continue to grow. To 
this extent, the taxes set aside in the deferred tax reserve shall never be paid 
and amount to an actual tax saving, rather than only a deferral. (ITC is defined 
as a tax credit. thu« is a direct tax saving and not a deferral.) 

In the remand of D.83162 the Supreme Court held, Inter alia, that this Com- 
mission has the power to Implement an alternative method, e.g., an annual ad- 
justment, of tax expense treatment for accelerated depreciation and ITC. This 
annual adjustment method was discussed but not used in arriving at the treat- 
ment set forth In D.83162. The Supreme Court ordered this Commission to give 

'Internal Revenue Code (IRC) Section 167(L) (8) (G). which reads as follows: 
"(Q)  Normalization method of accounting.—In order to use a normalization method of 

accounting with respect to any public utility property— 
(I) the taxpayer must use the same method of depredation to compute both Its tax 

expense and Its depreciation expenses for purposes of establishing Us cost of service for 
ratemaking purposes and for reflecting operating results ID Its regulated books of account, 
and 

(II) If, to compute Its allowance for depreciation under this section, It uses a method of 
depreciation other than the method It used for the purposes described In clause (1). the 
taxpayer must make adjustments to a reserve to reflect the deferral of taxes resulting from 
the use of such different methods of depreciation." 
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consideration to this method, as well as other alternatives, Including the possi- 
bility of a~ commensurate adjustment in the rate of return, and to provide for re- 
funds, if appropriate. 

Hearings on this remand were held between March 1, 1976 and July 9, 1976 
before Commissioner Robert Batinovich and Examiner Phillip B. Blecher. The 
matter was submitted on the latter date subject to the filing of briefs. 

The Proposed Report of the examiner was Issued on January 19, 1977. Excep- 
tions to the Proposed Report were timely filed by Pacific, General, City of Ix)s 
Angeles (LA), and Toward UtiUty Rate NormaUzation (TURN). These excep- 
tions shall be discussed where appropriate.' 
Review 

D.83162, 83778, and 85287 have exhaustively reviewed and discussed this tax 
expense issue from Its inception. We shall not reiterate that discussion, but shall 
attempt to confine the review of evidence and discussion of the issues to those old 
matters still pertinent here, as well as the new matters not previously raised. 
However, we thinlt a brief recounting of three California Supreme Court decisions 
relating to this issue is warrante<l. 

Case 1: City and County of San Francisco v. Puilic Utilities Commission, et al. 
(1971) 6 C 3d 119. This case annulled D.77984, which had provided that Pacific 
could use accelerated depreciation with the normalization method of accounting 
as defined in IRC Section 167, because this Commission failed to consider lawful 
alternatives in the calculation of federal income tax expense. On page 130 the 
court said: "Because these methods involve fictitious allowances for tax ex- 
pense and because they provide results which in the light of current federal 
Income tax law are either harsh on the utility or the ratepayers, the Commission 
may also consider alternative approaches which strike a balance between the.se 
two extremes." This statement was quoted with approval in Case 3, infra. Since 
there has been no substantive change in the applicable federal tax statutes, this 
quotation is as appropriate today as when made, 

Case 2: City of Los Angeles v. PM6KC Utilities Commission—(1S72) 7 C 3d 331. 
A general rate increase for Pacific was annulled partly because the Commission 
computed taxes on the basis of normalization. 

Case 3: City of Los Angeles v. Public Utilities Commission—(1976) 15 C 3d 
680. This is the case which remanded D.83162, et al., for these proceedings. The 
court stated on page 684 that the Commission took the action in D.S3162 in spite 
of the court having annulled its previous decision in this matter for failure to 
consider lawful alternatives in the calculation of federal income tax expense 
(Case 1). The court further said that the Commission set a rate which in its 
own words would create a windfall for the telephone companies to the detriment 
to the ratepayers. 

Pursuant to the remand in Case 1 the Commission entered D.80347 dated Au- 
gust 8, 1972 which directed further hearings into the tax expen.se problems. 
There further hearings had not yet been held at the time of the decision in Case 
2. In D80347 we said on page 3: "For the purpose of this opinion only we will 
compute Pacific's federal tax expense on the basis of accelerated depreciation 
with flow-through." D.80347 thus ordered a substantial refund amounting to 
about $176 million, including interest, based on the fiow-through method of com- 
putation of the federal tax expense. D.80347 also set rates which were in effect 
through the effective date of D.83162 rates, which was August 17, 1974. The 
hearings held pursuant to Case 1 were consolidated with A.53587 and resulted 
in D83162 where this Commission again adopted the normalization basis for 
computing federal tax expense, which resulted in Case 3. 

In D. 74917 dated Noveml>er 6, 1968, prior to the enactment of the Tax Re- 
form Act of 1969( TRA) effective January 1, 1970, we determined that Pacific 
was imprudent in not electing the accelerated depreciation option. For ratemak- 
Ing purposes we imputed accelerated depreciation with full flow-through, though 
Pacific was paying taxes on a straight-line ba.sls. This procedure was approved 
in Case 1. TRA allowed utilities to take accelerated depreciation even though 
they had not taken it before 1969 only if the cost of service (which includes fed- 
eral income tax expense) was computed on a normalization basis. After the 
enactment of TRA both Pacific and General reversed their long-standing op- 

•All transcript corrections requested after the date of submission by PadOc, General, 
and LA have been adopted. 
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position to accelerate depreciation and elected it on a normalization basis. This 
election has resulted in the instant proceedings in which we are attempting to 
comply with the mandate from our Supreme Court to reach an equitable deter- 
mination of this problem; 

Pacific and General argue that accelerated depreciation is allowable only if 
normalization accounting is used because neither is eligible under IRC Section 
167.1 for flow-through accounting. If normalization is not used, then the compa- 
nies must revert to straight-line depreciation and the benefits of accelerated de- 
preciation will be lost to both the utilities and the ratepayers. We have previously 
agreed with this position, as has the court in Case 1, though this result is due 
only to the Intransigence of Pacific and General in not opting for accelerated de- 
predation when they had the opportunity. While this Commission deplores the 
actions of Pacific and General, we are again compelled to agree with their in- 
terpretation of the tax law. To Impute flow-through now in attempting to re- 
dress the balance between the utilities and ratepayers, we would ultimately cause 
the ratepayers substantially higher rates and poorer service while seriously 
damaging the financial position of the companies. This horrendous result has 
been created by Congress through the options allowed the utilities in the tax 
laws, which have the effect of allowing the regulatee to regulate the regulator. 

Thus, we are forced to again consider the question of maintaining eligibility 
for accelerated depreciation on a normalized basis. The primary reference for 
this purpose is Treasury Regulation 1.167(1)-(1) (h) (6).' It delineates when 
the normalization method of accounting is not used, and concomltantly, when It 
is used. If these criteria are not met. then accelerated depreciation In its entirety 
will be disallowed creating a huge tax liability for Pacific and General, which 
will be met with an equally huge deferred tax reserve account, which Is paper 
only, as the monies credited to the deferred tax reserve have already been spent. 

The same proposition prevails for ITC. Since ITC became effective in December 
1971, General and Pacific have elected ratable (service-life) fiow-through (Op- 
tion 2).' This means that the amount of plant Investment in the taxable year 
shall be apportionecl on its expected service life for ratemaking puriwses. 

Neither Pacific nor General was eligible for ITC Option 3° (see Case 1, page 
130), which allows full flow-through of the tax saving in the year in which the 
benefit occurred. 

Thus, ITC for Pacific and General will be disallowed in its entirety If the 
taxpayers' cost-of-servlce for ratemaking purposes is reduced by more than a 
ratable portion of the credit allowed or if the base to which the taxpayers' rate 
of return for ratemaking purposes is applied is reduced by more than a ratable 
portion of the credit. 

> This regulation, as far as pertinent, reads as follows : 
"(8) Exclusion of normalization reserve from rate base. (1) Notwithstanding the 

provisions of subparaeraph (1) of this paragraph, a taxpayer does not use a nor- 
malisation method of regulated accountlne If. for ratemakinc purpo«es. the amount of 
the reserve for deferred taxes under section 167(L) which Is excluded from the base 
to which the taxpn.vcr's rate of return Is applied, or which Is treated as no-cost 
capital in those rate cases In which the rate of return U based upon the cost of 
capital, exceeds the amount of such reserve for deferred taxes for the period used in 
determining the taxpayer's tax expense In computing cost of service In such 
ratemakinc." 

« IRC Section 4C(f) (2). which reads as follows : 
"(2) Special rule for ratable flow-through.—If the taxpayer makes an election un- 

der this paragraph within 90 days after the date of the enactment of this paragraph 
In the manner prescribed b.v the Secretary or his delegate, paragraph (1) shall 
not apply, hut no credit shall be allowed by section ,S8 with respect to any property 
described in section .^0 which is public utility property (as defined In paragraph (.'5)) 
of the taxpayer— 

"(A) Cost of service reduction.—If the taxpayer's cost of service for ratemaking 
purposes or in Its regulated books of account is reduced by more than a ratable 
portion of the credit allowable by section 38 (determined without regard to this 
subsection), or 

"(B) Rate base reduction.—If the base to which the taxpayer's rate of return for 
ratemaking purposes is applied Is reduced by reason of any portion of the credit 
allowable bv section .18 ^determined without regard to this subsection)." 

•IRC Section 48ff) (3). which reads as follows: 
"(3) Special rule for Immediate flow-through In certain cases.—In the case of 

I)ropertv to which section 16T(L)(2)(C) apnUes. If the taxpa.ver makes an election 
under t"hl8 paragraph within 90 days after the date of the enactment of this para- 
graph In the manner prescribed by the Secretary or his delegate, paragraphs (1) and 
(2) shall not apply to such property." 
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AitumpHoru 
This discussion and ensuing decision reflect the assumptions set forth below: 
(1) Tax Reduction Act became effective on January 1,1&70. 
(2) As a result of Case 1 and D. 80347, Pacific's rates from January 1, 19T0 

to August 17, 1974 have been promulgated on a flow-through basis. Since these 
rates are final they cannot now be amended by any action of this Commission. 
Therefore (a) any action taken In respect to Pacific's rates will apply from 
August 17, 1974 until the effective date of the rates set In D. 85287, which Is 
January 5, 1976; (b) the rates set In D. 85287 are subject to refund and any 
action taken In this decision shall adjust those rates accordingly; and (c) any 
action taken here shall apply prospectlvely to the rates to be set in pendlni 
A. 56492 of Pacific. 

(3) General's rates for test year 1970 in D. 79367 (effective December 12, 
1971) and thereafter have been subject to refund. Therefore (a) any action 
taken on accelerated depreciation here shall apply to the rates collected by Gen- 
eral from December 12, 1971; (b) although ITC was not In existence In test year 
1970 used In D. 79367, any action taken on ITC shall apply from December 12, 
1971, as General has been taking ITC since it has been available; and (c) any 
action taken here on ITC and accelerated depreciation shall apply prospectlvely 
to the rates to be set In pending A. 55383 of General. 

(4) Neither Pacific nor General has the option to elect accelerated deprecia- 
tion on a flow-through basis under IRC Section 167, et seq. (Case 1.) 

(6) Both Pacific and General must use a normalization method of accounting 
to maintain eUglbllity for accelerated depreciation under IRC Section 167, 
et. seq. 

(6) Neither Pacific nor General has the option to elect ITC on a flow-through 
basis (Option 3) under IRC Section 46, et seq. 

(7) Normalization accounting for accelerated depreciation reduces financial 
risk and Increases cash flow compared to the flow-through treatment for ac- 
celerated depreciation. 

(8) Both Pacific and General were guilty of imprudent management in their 
original determination to pay federal income taxes on a stralght-Une depreciation 
basis. (Cases 1 and 3.) 

(9) The quantification of a rate of return reduction because of the increased 
cash flow and decreased risk and vulnerability of normalization accounting is 
difficult and judgmental. 
The evidence 

Various alternative methods presented at the bearingrs may be summarized as 
follows: 

Oeneral's proposals 
1. Three-Year reserve and tax adjustment method.—^Thls is a variation of a 

previously proposed three-year pro forma method which, it was argued, was 
disqualified under Treasury Regulation 1.167(1)-(1) (h) (6) because it used a 
deferred tax reserve balance that exceeded the amount of such deferred tax re- 
serve for the period used in determining the taxpayers' tax expense. The current 
proposed method remedies this defect because it considers the additional tax 
expense for the same period as the deferred tax reserve. It is based on the as- 
sumption that the federal income tax will increase in proportion to growth 
after the test year. The method of computation is as follows: 

At test year the Commis.siou should find a reasonable federal income tax (be- 
fore ITC) and a reasonable normal growth rate. (General recommends u.«lng the 
compound growth in main stations for the three preceding years.) The test year 
tax expense would then be Increased by applying the growth factor to the Intra- 
state federal income tax (before ITC) for three years into the future and 
averaging. The test year federal tax expense would then he deducted from the 
three-year average to determine the additional tax exi)ense to be included in the 
test year. This amount would then be multiplied by the net-to-gross multiplier to 
represent the Interstate change in revenue requirement related to the additional 
tax expense that must be considered for the same period as the deferred tax re- 
serve as determined in the three-year pro forma method. 

2. Anrnial reserve and tax adjustment.—This Is an adaptation of the annual or 
year-to-year adjustment method (which the Supreme Court discussed in Case 3), 
which has the same disadvantage as the pro forma method because of Its use of 
an out-of-perlod deferred tax reserve. The current adaptation of this method 
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makes an annual adjustment for the increase in reserve and also brings the addi- 
tional tax expense forward for the same time period. The additional tax expense 
is determined in the same manner as in the three-year reserve and tax adjust- 
ment method, but the rates would only be adjusted one year at a time. The federal 
Income tax before ITC, plus a normal growth rate, would be determined by the 
Commission and each year's calculation would be based upon the prior year's 
calculation until a new test year was established. 

3. The defered tax reserve as no cost capital.—This method is used by applying 
the amount in the deferred tax reserve as a comjtonent of the capital structure 
with zero cost assigned to it. Rate base is not reduced by the amount of deferred 
tax reserve. The effect is to lower the cost of capital and rate of return found 
reasonable in general rate proceedings. 

Pacific's proposal 
Annual ratcmaking plan.—Pacific would annually tender an estimated full 

Intrastate cost of providing telephone service, keeping as constant all the rate- 
making adjustments previously adapted In the latest general rate decision and 
the last authorized rate of return. No new adjustments or change in authorized 
rate of return would be permited but all other elements of cost-of-service would 
be considered. This is a slightly simplified annual rate case, which everyone agrees 
is permited under the existing tax laws. 

Staff's proposels ° 
1. Pro forma annual adjustment.—Gross revenue requirement reductions are 

determined by annual adjustments in the deferred tax reserve for the test year 
and each of the next three years. The average of these four years' reductions is 
then applied as a gross revenue reduction in test year rates. 

2. Rate of return adjustment—Reduced risk.—The authorized rate of return 
upon which test year gross revenue requirements are based is reduced in order 
to recognize the reduction of financial risk resulting from the cash flow generate<l 
by the tax ssavings from accelerated depreciation and ITC on a normalization 
accounting basis. 

3. Midpoint flow-through applied to a normalization rate base.—In addition to 
the normalized treatment of deferred tax reserve, one-half of the difference in 
gross revenue requirements between normalization (for accelerated depreciation) 
and ratable flow-through (for ITC) and a full flow-through of each is reflected 
in rate reductions. 

i. Normalization with amortization of deferred taxes.—This is similar to the 
method of adjusting the expense and rate base for contributions in aid of con- 
struction. The gross revenue requirements are reduced by the reduction In rate 
base In the amount of the average deferred tax reserve for the test year, but 
the deferred tax reserve is also amortized (using the straight-line depreciation 
rate) by a sum also reflected in a reduction In gross revenue requirements and 
rates. 

5. Rate of return adjustment—Cost-free funds.—This Is substantially equiva- 
lent to General's no-cost capital proposal. 

City and County of San Francisco's {8F) Proposal 
SP recommends full flow-through, or in the alternative, a rate of return 

reduction contingent upon a favorable IRS ruling on eligibility, but in the 
event of an unfavorable ruling, rates to l>e then reset on a full flow-through 
basis. The purpose of this theory is to provide the companies with an incentive 
to obtain a favorable tax ruling, or, alternatively, to amend the existing law 
to avoid the loss of eligibility. 

City of Los Angeles's [LA) Proposal 
LA recommends a rate of return reduction up to a maximum of two percent- 

nge points,' wlille continuing the normalization treatment of tax expense. This 
reduction is to be quantified after considering three factors: 

(1) Analysis of the flnanclal risk reduction of a normalization as compared 
to a flow-through company due to the greater cash flow generated, the reduction 
of the need for outside financing, the reduction of the cost of embedded debt. 

« staff refers to the Utilities Division of the Commission. 
'For test year IST.I-TO. the staff calculates that the rate of return for Pacific would 

be 2.17 percentage points higher on a flow-through basis than on a normallxaUon basis. 
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tbe improvement in interest coverage, and the generally favorable effect on the 
cost of new capital and evaluation of the utility's securities generally. (This 
lK)sitlon is supported by the city of San Diego.) 

(2) The previously found imprudent management in failure to elect accel- 
erated depreciation to avoid rewarding the utilities for their imprudence. 

(3) Reflection of the phenomenon of inverse attrition, which is the o^qiosite 
of the allowance for attrition that the Coimuission has used in the past as a 
regulatory tool where there is a projected diminution of the rate of return. 
Here, sinie the normaized tax reserve grows at a marliedly greater rate than 
the other components of the utility's operations, the authorized rate of return 
would be exceeded in subsequent years because no reduction in rate base occurs 
between test years. The inverse attrition allowance set in the test year will 
reduce the rate of return in the future. (This is a step beyond the continuous 
surveillance method now in use, which only applies to earnings in excess of 
the authorized rate of return.) 

LA recommends that ITC be treated in the same manner. 
Toicard utiltiy rate normalization's (TURN) proposal 

Turn proposes another method of compensating for the reduced risk of nor- 
malization by reducing the rate of return. It is calculated by discounting to 
present value the money which is accumulated in the deferred tax reserve and 
the measurement of that time value upon the rate of return allowed in addi- 
tion to the normalization treatment. The method also applies to ITC using a 
three-year forward averaging amount (test year and two following years). In 
the beginning this method would produce a refund in excess of the refund pro- 
duced by full flow-through. 
Other positions 

Citizens Action League (OAL).—CAL supports a greater sharing of the bene- 
fits of accelerated depreciation with ratepayers than exists under normaliza- 
tion accounting, and urges refunds be paid In cash rather than as a bill credit. 

Continental Telephone Co. of California.—This company would be affected 
by our decision here only if a refund of toll revenues collected by Pacific should 
be ordered. 

The Los Angeles Vrhan League.—This organizations seeks equal opportunities 
for blacks and other minorities in all sectors of our society and is concerned 
over a decision adverse promotion practices under Pacific's scenario of service and 
hiring, firing, and promotion practices under Pacfic's scenario of service and 
construction reductions. 

Los Padrinos, Inc.—^Thls is a nonprofit charitable and educational corporation 
of predominantly Spanish-sumamed employees of Pacific. It is also concerned 
about the serious economic consequences depicted by Pacific's witnesses and 
urges the Commission to adopt an alternative which will preserve Pacific's eli- 
gibility for tax benefits. 

The National Association for the Advancement of Colored People (NAAOP).— 
NAACP is a clvi" rights organization with the principal purpose of eliminating 
racial discrimination in every facet of American life. It urges the Commission to 
allow Pacific the full tax advantages of accelerated depreciation and ITC to 
preserve the employment of ethnic minorities and aid in employing the large' 
number of unemployed black persons. 

The Pacific Telephone Employees for Women's .ifflrmative Action, Southern 
Califomia.—-This is an organization dedicated to aiding Pacific in achieving 
its affirmative action goals relating to women and urges action similar to the 
other above-mentioned groups. 
Discussion 

One of the major difficulties in the resolution of these cases is the length of 
time that has transpired between the onset of the problem and its latest sub- 
mission for resolution. In Case 1 the court recognized then (in 1971) that one 
extreme or the other in the solution would be harsh to either the utilities or 
the ratepayers. That proposition has now been exacerbated by the passage of 
years and many millions of dollars of increase in the deferred tax reserve. Now, 
in the event of the lri«s of el-'gibilitv for the tax benefits flowing from accelerated 
depreciation and ITC. Pacific estimates its total potential tax liability here 
from 1970 through the end of 1976 at $764 million, while General estimates its 
comparable liability at $223 million, or together almost $1 billion in potential 
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tax liabilities. This Is without regard for any rate refunds, ongoing rate reduc- 
tlous, and other costs that might be attriljutable to a retroactively assessed tax 
liability,, such as the need for raising additional funds for plant investment, 
the deterioration in tinancinl po.sitioii. the necessity for increased interest rates 
and return,s on debt and equity, and a myriad of other problems Involved, not 
the least of which are the staggering rate Increases that are foreseeable as the 
bottom line in such scenario. We are seelving to resolve this dilemma iu a 
middle ground, perhaps pleasing no one, but finally disposing of this problem 
by more suitably leveling the Interest of the utilities and the ratejw.vers. Eligi- 
bility is the first issue to be determined. To render a decision which attempts 
to resolve these cases without regard for this issue might create problems for 
these utilities, their ratepayers, the Commission, and the Courts that even 
exceed (both in scope and complexity) the problems that we are attempting to 
resolve in tills decision. In the final analysis a loss of eligibility to the utilities 
would not only create service problems (though certainly not of the scope 
described by Pacific's) but would create staggering financial problems to be 
u'timately borne by the ratepayers whose Interests we are attempting to re- 
dress. We believe that eligibility for these tax benefits should be maintained 
and proceed on this basis. 
Accelerated tax depreciation 

The parties recommend various positions which encompass the entire si)ectrum 
of possibilities from maintaining the status quo with normalization to a method 
which would refund more money than would be available imder flow-throu?h. 
AVhlle the alternatives submitted are plentiful, all are substantially variations on 
two themes: (1) reduction of rate of return; and (2) some form of refiectlng the 
increase in the deferred tax reserve In order to further reduce the late base (the 
annual adjustment method). 

The utilities would jiefer to maintain the status quo, though Pacific condes- 
cended to advocate what amounts to an annual rate case, merely holding the rate 
of return and any other test year adjustments constant while delving into the 
entire cost of service each year, a solution that wi'l solve nothing while adding to 
the specter of regulatory lag. 

General was somewhat more generous by offering additional variations on 
the annual adjustment, wlille offsetting the Increased deferred tax reserve with 
Increased federal tax expense. 

The staff basically recommended full flow-through but as a concession to com- 
promise supported a rate of return reduction based on reduced risk only for fu- 
ture rates and a refund based on full fiow-through for the rates subject to re- 
fund. LA recommended a maximum two percentage iXJint rate of return reduc- 
tion for the current test year 1975-1976 for Pacific, although It supjiorts f.ow 
through as the only proper ratemaking approach. 

For General's test years the rate of return difference between flow-through 
and normalization was .14 percentage points In test year 1970, 1.39 In test year 
1974, and 1.58 in test year 1976. (Staff Exhibit 45.) For Pacific, the pertinent 
years and comparable differences are as follows: Test year 1973, 1.52 percentage 
points; test year ending June 30, 1975, 2: test year ending June 30, 1976, 2.17. 
(Staff Exhibit 46.) The flow-through basis always produces a higher rate of re- 
turn because the greater the dollar amount of depreciation differential is be- 
tween straight-line and accelerated depreciation, the smaller the correlative 
federal tax expense is for the fiow-through company, and the greater the earned 
rate of return. 

While we agee that full flow-through is the proper and best ratemaking methoo, 
we shall not consider it further because both Padflc and General would be Ineli- 
gible for accelerated depredation and ITC If rates were set on a flow-through 
basis. We roust look to some other alternative, proposed or encompassed in the 
entire range of possible alternatives. 

All the variations on the theme of increasing the deferred tax reserve provide 
readily estimable items for the pupose of computing the necessary numbes to 
determine the gross revenue requirements and rates. On the other band, the re- 
duction in rate of retun is subjective, highly judgmental, and most dlflicult of 
qnantiflcntlon. as the imrtles concede. If we were to adopt reduction in rate 
of return, what number would we adopt? How is this number to be determined? 
Is the difference in rate of return because of reduced risk merely a function of 
the dollar difference, as suggested by LA's witness? (Exhibit 22, page 16.) If 
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not, what other factors are used to compute the actual number? If we adopt 
reduction in rate of return based on the dollar differences, as computed by the 
staff, what justification is used to differentiate this return from the return based 
uo normalisation accounting? Do we reason that the entire reduction in rate of 
rtturn is caused by the rislc reduction, as we did in 0.85627 (Southern Cali- 
fornia Gas Company)? 

In D.83540, the decision on petition for rehearing in D.83162, we stated on page 
•1: "The impact of normalization upon risk, and hence upon rate of return, 
was taken into account in the Commission's deliberations and was one of the fac- 
tors which caused us to reduce the equity return authorized for Pacific below 
that authorized for other California utilities of similar capital structure. The 
impact of normalization on Pacific's risk was not specifically discussed be- 
cause it was not disputed; all parties, including Pacific, conceded that the 
authorization of normalization reduces risk below that which would otherwise 
result. This uncontradicted evidence was taken into account in fixing rate of 
return." To now say that we shall again reduce rate of return in D.83ie2 when 
we already conceded that it was taken into account in setting the original rate 
of return would be unfair as the reduced risk would be reflected twice in rate 
of return. We believe it fairer to use a variation of the annual adjustment pro- 
posed, which we will call the "averaged annual adjustment". 

The theory of this method is simple. Because the Increase In the deferred tax 
reserve is deducted from rate base, the authorized rate of return on the smaller 
rate base produces less revenue. The smaller amount of net revenues will then 
produce less tax expense since the taxable income will be decreased. Essen- 
tially, the total of the reduction In net revenues and the decreased tax expense, 
together with the adjustment for uncollectibles, amounts to the total gross reve- 
nue reduction. 

General's expert witness testified (Exhibit 3, page 10): "If the deferred tax 
reserve is determined as of a time subsequent to the test i»eriod, tax expense for 
ratemaking purjwses must be determined as of the same time." This principle is 
embodied in General's first alternative (pages 13 and 14, above), which remedies 
the alleged defect of the old pro forma method, which did not take into account 
tax expense for the same period used to calculate the reserve. (General's open- 
ing brief, page 16.) General's opening brief, page 16, describes the methodology, 
as follows: ". . . the deferred tax reserve is averaged three years into the fu- 
ture in the same fashion as pro forma normalization, and in addition, federal In- 
come tax expense is also averaged for the same three-year period by which test 
period tax expense and rate base is adjusted. The necessary correlation of the re- 
serve and tax expense provided in the cited Treasury Regulation Is thereby 
achieved (Exhibit 3, page 16)." This is exactly the methodology for the aver- 
aged annual adjustment. 

General believes it fair to asume growth in the tax expense every year. The 
actual federal tax expense bears no direct relation to the increase in deferred 
tax reserve, but fluctuates independently of it. (Exhibit 36, Paclflc; Exhibit 27, 
General.)* TR 1.167(1)-(1) (h) (6) does not discuss revenue growth, nor the 
direction of federeal tax expense, but only the time frame for two specific items. 
We think it equally fair to assume a tax expense for the averaged annual adjust- 
ment that decreases as the deferred tax reserve increases In each year to ac- 
curately reflect only the increase in deferred tax re.serve in the same period of 
tax expense. Thus, we wil hold con.stant all items of cost-of-servlce not directly 
dependent on the increase in deferred tax reserve. The computation starts with 
the test year figures. Using the latest available estimates, we will compute the 
reduction in net revenues resulting from the increased deferred tax reserve in each 
of the next three years, compute the resulting decrease in tax expense in each 
corre.sa)onding year, then average the deferred tax reserve and federal tax expense 
for the four-year period. These averaged annual adjustment figures for deferred 
tax reserve and federal tax expense will then be used in the current test years for 
the pending rate cases. For past years, the total of the decrease in net revenues 
and decrease in federal tax expense" will be deducted from the gross revenues 
computed—under normalization accounting, and the difference shall be refunded. 
Tables 1 and 2 (Appendices B and C) show the method and results for Pacific 

• In addition, the effective actual tax rate has been generally declining. 
* A small factor shall be added as appropriate to compensate (or decreased uncollectibles 

and franchise taxes. 

^u_(;i?   n 
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and General, respectively. Total refunds through December 31, 1977 for Pacific 
are $110,785,000 and for General are $40,230,000. The current rate reduction Is 
$31,609,000 for Pacific and $6,571,000 for General," based on current test years 
and estimates for three succeeding years. The refund amounts contain interest 
at the rate of 7 percent per annum through December 3, 1077 from the time the 
rates were originally authorized and collection began. The deferred tax reserve 
amounts used are actual through 1976 and estimated thereafter. 

Pacific's opening brief (pages 42 and 43) indicates that cost-of-service must 
include the total tax expense " for the test period and the succeeding "pro forma" 
period This means the tax expense for each of the future years will have to be 
estimated. While Pacific agrees that the regulations do not cover how tax expense 
must be estimated, it indicates that the same method used to estimate future 
deferred tax reserve must be used to estimate future tax expense or the procedure 
would be suspect and subject to IRS disapproval. No authority Is cited nor is any 
specific method of estimating proposed, nor does the IRS and the treasury regula- 
tions direct or discuss the estimating process. We believe our method Is direct, 
simple, and in full compliance with the applicable federal law. Eligibility will 
be maintained since the federal tax expense for cost-of-service purposes is com- 
puted for the same period as the deferred tax reserve. While we agree that It 
uses a bookkeeping fiction, it is no more fictitious, no more Illogical, and no more 
tmreasonable than the fictitious theory of normalizalton. In San Francisco v. 
PVC (1971) 6 C 3d 119, 130-131, the court said "Both of the extreme methods 
(normalization and flowthrough) involve a fictitious charge of federal tax ex- 
pense . . . Since a fictitious figure must be used under either method to limit the 
harsh results insofar as the compromise would impose a '.esser burden on Pacific 
than is permissible consistent with due processes (lesser than the burden under 
Imputed accelerated depreciation with flow-through). Pacific is not In a posi- 
tion to make due process objections." We adopt this reasoning here. 

The averaged annual adjustment is actually a form of annual ratemaking. It 
is not objectionable because it uses assumed constants, as these are used in an 
ordinary test year projection, whether or not we are considering the deferred 
tax reserve and the tax expense in an isolated manner. If the test year is 1970 
and the rates remain in eftect until the next test year, which Is 1974, we have 
assumed that the cost-of-service has remained constant for the years 1971,1972, 
and 1973. This may be unrealistic, but clearly permissible under our authority 
and the law. On a normalization basis, we will do the same. We will compute 
the deferred tax reserve and the tax expense on a normalized basis for the test 
year, and thereafter until the next test year those items and all other elements 
of cost-of-servlce are deemed constant. We see no difference in taking the de- 
ferred tax reserve and computing the tax expense and the rates based on those 
two items (and their variables) for years subsequent to the test year and averag- 
ing them back into the test year. Though the method Is different, the principle 
is Identical to the ordinary test year principle. Nor is this subject to the objec- 
tion that this Is a flow-through subterfuge. Everything and every method pro- 
posed by any party, including normalization as used by the companies here, is 
a method of flow-through. Normalization, according to Pacific, saves the rate- 
payers a great deal of money compared to straight-line depreciation, and there 
is no question that It does. But It does not approach the only sensible and realistic 
method of setting rates—using the actual tax expense as the cost-of-service tax 
expense. The method being adopted here is a more equitable and realistic 
method of normalization than the other proposals and the best available now. 

ITO 
While we agree with the Supreme Court that the effect of accelerated deprecia- 

tion and ITC is identical the laws and regulations respecting them differ sub- 
stantially. Thus, the specific delineation of permissible ratemaking policies in 
regard to maintaining ITC eigibility as set forth In IRC Section 46, supra, re- 
quires a ratemaking treatment for ITC differing from that accorded accelerated 
depreciation. 

There is no question that utilities which did not elect accelerated depreciation 
with flow-through prior to the effective date of TRA were Ineligible to elect 
Option 3 (immediate flow-through of ITC when it became effective In December, 
1971. In D. 85627 (Southern California Gas Company (SoCal)), we Imposed a 

» This amount may be adjusted for more current estimates In A.55492 for Pacific. 
"General's exception to the Proposed Eeport makes this same point Our discussion 

applies equally to this exception. 
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rate of return reduction because of the reduced risk and increased cash flow 
generated in part as a result of SoCal's election of Option 2 for tlie years 1975 
and 1976, when ITC was increased for tliose years from 4 to 10 percent for utility 
plant additions and from 7 to 10 percent for transmission plant additions." It is 
our positioa tliat ITC eligibility was not affected by D. 85627. However, the 
Internal Revenue Service (IRS), in response to a request from SoCal, issued 
an alleged ruling (Exhibit 52) of which we were notified by letter dated 
November 22, 1976. In thi.s alleged ruling the IRS concludes that ITC will not 
be available to SoCal for federal income tax purposes when the l>eneflts to be 
derived therefrom are treated for ratemaking purposes in the manner provided 
in D. 85627 (as affirmed by D. 86117). Our Supreme Court has granted a writ 
of review on SoCal's appeal of D. 86627 and 86117 and has heard oral argument 
on the matter. While the IRS ruling is not the final determination of this issue, 
we believe that a rate of return reduction is not warranted in this proceeding 
in any event. We also, in this proceeding, reject the concept of a permanent 
reduction in rate of return for past as well as future rates, as recommended Uy 
some of the parties. 

We do not believe a rate of return reduction to be any more of a subterfuge 
for accomplishing flow-through than any of the other methods presented here nor 
are we rejecting it for that reason. In a full rate case, all the elements of cost- 
of-service are considered in the process of arriving at a reasonable rate of re- 
turn. Here, all the parties advocating this method base it solely on the number 
of dollars of desired refund, and not vice versa. In this proceetling. where we 
are addressing ourselves to changes in the level of ITC which may be expected 
to occur be.vond the test year, we |)refer a more precisely aseertainable result." 
For these reasons we are adopting for the purposes of ITC and eligibility there- 
under the only method that appears to encompass all the factors we desire, the 
annual adjustment. Sometime prior to the first day of each year after (and In- 
cluding) the test year, we shal'. recalculate the ITC for the coming year on the 
basis of the best estimates then available and shall adjust the rates accordingly 
at the beginning of the year to provide for the full year-to-year growth in the 
annual amount of ratable flow-through (Option 2). The difference in tax ex- 
pense between that occurring on the test year because of Option 2 and that esti- 
mated for the adjustment year would be computed on the most recent estimate 
for eligible plant additions. The iutrastate factor would be applied and the charge 
wou'd be converted to revenue requirement by the proper net-to-gross multiplier 
and applied as an adjustment to decision rates for the year following the test 
year. Thereafter, we shall delete the earliest year and use the next year to 
establish the tax expense difference, and adjust the then current rates." For 
Pacific, the refund obligation through December 31, 1977 for ITC is $51,231,000 
and the approximate current rate reduction is $23,346,000 (Table 3, Appendix 
D). For General, the comparable figures are $15,649,000 (gross) and .$4,771,000 
(Table 4, Appendix E). 

We are rejecting all the other proposed treatments for varying reasons, prin- 
cipally that they either cause or tend to raise doubts about eligibility, or do not 
adequately redress the balance between the ratepayers and the utilities. 
Imputed flow-through of accelerated depreciation 

In reviewing the record of this proceeding it has come to our attention that 
certain old vintage plant additions were not previously considered in the rate- 
making process. We shall discuss Pacific and General separately. 

Pacific 
In D. 74917 dated November 6, 1968 we imputed flow-through of accelerated 

tax depreciation for 1967 vintage plant u.sing a 1967 test year. In D. 77984 dated 
November 24. 1070 (test year 1970) the normalization treatment for accelerated 
depreciation was ordered for Pacific. When this decision was annu'.led the rates 
reverted to thn.se set in D. 74917 (test year 1967). In D. 80347 dated August 8, 
1972 rates were increased using 1970 vintage plant additions to determine the 
flow-through of accelerated depreciation ordered there. The rates set in this 
final decision were effective until August 17, 1974, the effective date of the rates 

"This  Increase In  ITC  was extended  through  1980 In  the bill  signed  Into  law  on 
Oct. 4. 1976. ,  ^. 

"This reasonlneappUed eqiiall.v to accelerated depreciation. 
"Annual adjustments mav also lie Implemented when a Commission decision becomes 

effective after the beglnnlni! of the first annual adjustment period. The ftrst annual adjust- 
ment will merely be Incorporated in any such decision. 
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set In D. 83162. The net effect of this history Is that no accelerated depreciation 
for 1968 and 1969 vintage plant additions was ever reflected in Pacific's rates, 
even though our Supreme Court approved the Imputed flow-through of accel- 
erated depreciation. 

In Exhibit 32 in A. 53587 (and the A. 51774 rehearing), this imputation was 
proposed for the two years In question. We shall adopt this recommendation. 
Further, we shall continue this imputation through Pacific's test years 1973 in 
D. 83162 and 1974-1975 In D. 85287 and shall order here an ongoing reduction 
in pending A. 55492 (test year 1975-1976) for this flow-through item. These 
amounts are as follows: 

Flow-through of 1968 and 1969 vintage plant additions {Table 5, Appendix F) 

[Dollars in thousands] 
D. 83162 (test year 1973) August 17, 1974 to January 14,1976 $24,158 
D. 85287 (test year 1974-75) January 5,1976 to December 31,1977    19,412 

Total      43,570 
Ongoing reduction (TY 1975-76) A. 55492      5,539 
Summary of Pacific Refunds and Bate Reductions Through December SI, 1977 

[Dollars In Thousands] 
Refunds: 

Accelerated Tax Depreciation (Table 1, Appendix B) $110,785 
ITO (Table 3, Appendix D)      51,231 
Flow Through of ia68 and 1969 vintage (Table 5, Appendix F)...     43, 570 

Total refunds i    206,586 

Rate Reductions (A.554&2) : 
Accelerated Tax Depreciation (Table 1, Appendix B)  31,609 
ITO (Table 3, Appendix D)  23,346 
Flow-Through of 1968 and 1967 Vintage (Table 5, Appendix F)-_ 5,539 

Total rate reductions      60,494 

Total refunds and rate reductions    266,080 
General 

A similar situation exists for General but It Is limited to 1969 vintage plant 
additions. In D.75873 dated July 1, 1969 we Imputed flow-through of accelerated 
depreciation for 1968 vintage plant using a 1968 test year. In D.79367 dated 
November 22, 1971 increased rates were ordered using the normalization treat- 
ment of accelerated depreciation beginning with 1970 vintage plant additions. 
Thus, 1969 vintage plant additions were never reflected in General's rates, all 
of which have been subject to refund since D.79367. 

In Exhibit 5-R in A.53935 (and the A.51904 rehearing), this Imputation was 
proposed for 1969. We shall adopt this recommendation and shall continue this 
imputation from December 12, 1971 (the efCectlve date of D.79367) through test 
years 1970 (D.79387), 1974 (D.83779), and 1976 (D.87505). 

However, in Table 6 of Exhibit 2, General claimed credit for refunds and rate 
reductions already made as a result of the annulment of D.78851 of Paclflc." In 
D.83778 dated November 26, 1974 we said, on page 41: 

"The refunds already made by General are attributable to the annulment of 
Decision No. 78851 while the settlement revenue losses to General are attribut- 
able to the annulment of that decision and also to the difference between Pacific's 
rates authorized in Decision No. 80347 and Pacific's annulled rates." 

Failure to give General credit for these sums would amount to requiring re- 
funds. Since this would be inequitable, we are offsetting the losses already In- 
curred against the refunds and rate reductions required of General by Uiis 
decision." 

" This e'alm was also made In General's exceptions to the Proposed Report. 
•• In applylnj; the credit, reductions are treated separately for 1971, 1972. and 19TS 

(from 1/1/73 to 9/22/7.S only) and compared to refunds computed for those .Tears, 
In accordance with the principle used by General In Exhibit 2, Table 6. Reductions in re- 
funds are made flrst to the imputed flow-through refunds, then any remaining reduction 
is credited to ITC, and finally any remaining reduction is credited to accelerated tax 
depreciation. (See Table 7, Appendix H.) 
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Summary of general net total refund* and rate reductions through Dec. 31,1971 

Refunds: Thownanilt 
Accelerated tax depreciation (table 2, app. C) $34,987 
ITC (table 4, app. E)    16,363 
Flow-through of 1969 vintage (table 6, app. G) : 

a. D.79367 (TY 1970) Dec. 12, 1971 to Dec. 20, 1974      9,244 
b. D.83779 (TY 1974) Dec. 21, 1974 to July 17, 1977      7,245 
c. D.87505 (TY 1976) July 18, 1977 to July 31, 1977  670 

Total refunds    65,440 

Rate reductions (D.87503) : 
Accelerated tax depreciation (table 2, app. C)  6,571 
ITC (table 4, app. E)  4,771 
Flow-through of 1969 vintage (table 6, app. G)  1,311 

Total rate reduction    12,653 

Total refunds and rate reductions    78,093 
Service 

Pacific has depicted a service and employment scenario of horrendous propor- 
tions in the event it loses eligibility for accelerated depreciation and ITC, and 
assuming a back tax payment of $764 million, rate refunds of $73 million and 
an ongoing rate reduction of $62.6 million. In 1972 and 1973, however, Pacific 
refunded $176 million together with a rate reduction of $90 million and had no 
significant employee layoCFs, no deterioration in service and no adverse effects 
on earnings. 

Because the eligibility of both companies is unaffected In our judgment, we 
foresee no meaningful change in the operations and quality of service, number 
of employees, level of earnings, impairment of financial Integrity, or other 
deleterious consequences as predicted by Pacific. Thus, the companies are put 
on notice that any deviation from their current service indices, objectives, 
standards, and our General Order No. 133 shall be monitored and, when appro- 
priate, punished to the fullest extent of the law. For these purposes, we par- 
ticularly emphasize Pacific's 1976 Service Objective List admitted as Exhibit 
43 in Its pending A.55492 as exemplary of the service standards expected, to- 
gether with the ultimate determination, in the same proceeding, of the acceptable 
level of held primary orders. 
iligcellaneoM contentions 

Pacific and General have discussed many other points, some pertinent, some 
not. We shall briefly discuss due process, actual results of operations, con- 
flscatory rates, retroactive ratemaking, credit for revenues authorized but un- 
collected, and settlement adjustments. 

Pacific relies heavily on the case of West Ohio Oas Company {No. 2) v. Public 
Utilities Commisaion (1S35) 294 US 79. There the regulatory agency had, In 
setting a rate in 1933, chosen to rely exclusively on data from 1929, Ignoring 
available revenue and expense data from 1930 and 1931. The court said this 
was an unconstitutional procedure. Our situation here is easily distinguishable, as 
we are taking into account the actual deferred tax reserve and ITC amounts for 
the past years and computing the functional variables from that actual number. 
Our Supreme Court in Los Anffclcs v. PUC (1975) 15 C .3d 680. has already found 
this procedure to be proper since the tax expenses and reserves under accelerated 
depreciation vary abnormally with respect to the other components of a utility's 
finances. The court said on page 703, "Simply to recognize this fact Is not to 
deny due process." 

Further, the actual results of Pacific's operations indicate a financial picture 
much brighter than depicted by Pacific. It is true that the dividend on common 
stock has not been increased since 1961, as Pacific alleges, but that is a manage- 
ment decision which is not directly related to its per share earnings or any other 
indicia of financial progress. In 1961 Pacific had 104 million common shares out- 
standing while at the end of 1975 it had over 168 million such shares and contem- 
plates over 181 million at the end of 1976. Thus, the total dividends paid now 
are approximately two-thirds greater than in 1961. to over $202 million in 1975. 
Further, the earnings per share increased from $1.46 in 1970 to $1.82 In 1975 and 
$2,06 in 1976, all on an Increased number of outstanding shares. There has been 
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an Increase in the number of employees, an increase to earned surplus from 1972 
to 1975 of tlie staggering sum of $245 milliou, and an increase in construction 
budget from 1071 to li<74 of $225 million. And this was all accomplished while 
refunding $176 million with an ongoing rate reduction of $90 million per year. 
If this be confiscation, let there be more of the same. In view of these facts. 
Pacific's arguments regarding confiscatory rates are untenable and rejected. 

Neither do we agree with Pacific's position that the imposition of a penalty 
for imprudence would constitute improper retroactive and punitive ratemaking 
since this procedure has already been approved by the Supreme Court (6 C 3d 
119). Penalties for imprudence, lilje penalties for civil or criminal wrong, have 
nothing to do with rates ; they are punishment. But we are not imposing a penalty 
here; we are determining the proi)er basis for setting rates. 

Pacific has suggested that it is appropriate, in the event the Commission orders 
u refund in this matter, to deduct from the amount of refund tlie revenues pre- 
viously authorized but not collected because it has failed to earn Its authorized 
rate of return. If rate of return has not been earned, the remedy for that, as 
clearly set forth by the court in 15 C3 tiSO. is to seek rate relief, which both com- 
panies have done and are presently doing. Further, this recommendation would 
guarantee the authorized rate of return. Because It is axiomatic that this Com- 
mission does not guarantee the rate of return, but merely provides an opportunity 
to earn it, the requested credit would be inapposite. 

Since our action will not render Pacific ineligible, we need not answer Its 
argument that this would unduly burden interstate commerce, particularly as no 
evidence on this point was tendered. 

The rates to be filed by the utilities pursuant to this order will, of course, 
reflect settlement payments between utilities. However, we will not authorize 
any retroactive settlement adjustments associated with refunds resulting from 
this order. 
Refunds in the Form of Stock 

It was suggested in the event a refund was ordered that it be accomplished 
via the issuance of capital stock of Pacific and General. The companies introduced 
a great deal of material setting forth the problems involved with this idea. The 
major potential problems are with the Securities & Exchange Commission, the 
difficulty of issuing minute fractional shares for small refunds to ratepayers, 
the large cost of such a program, and the Commission's authority to order such a 
securities issue. No party supported this concept in its present form. We shall 
not order it. 
Refunds and ReductUmt 

Refunds in the past have been made in direct proportion to the billing of the 
various customers without regard to class of service. In this case it was suggested 
that refunds be made only to residential customers on the theory that since busi- 
ness customers include telephone service cost as part of their cost of doing busi- 
ness, they are being paid by the consumer for the cost of the phone service. A 
refimd theoretically would then create a windfall for the business phone customers 
since no refunds by the business customers would be made to Its customers. It 
can also be argued, however, that the amount of any refund to the business cus- 
tomer would be u.sed to reduce the cost of business for the i)eriod in question and 
thereby would be reflected In lower or stable prices. In our opinion there is no 
evidence, one way or the other, in this proceeding to support either view. 

Another suggestion was to refund to all customers on a per capita basis, mean- 
ing that the total amount of the refund would be divided by the total number of 
customers of the company and the same dollar amount refund would be given to 
each customer whether residential or business. Since the number of residential 
customers is much gn^eater than business customers, and as residential revenues 
approach .50 percent, it Is apparent that Individual business customers on average 
pay much greater monthly revenues to the phone companies than the individual 
residential customers. This proposal, for example, would have the effect of giving 
the city of Los Angeles. General Motors, and every individual the same amount 
of refund. In the case of the residential customers, their refunds might well 
exceed their monthly bills. 

Pacific and General will be directed to file proposed refund plans. Approval, 
disapproval, or modification of the proposed plans will follow by subsequent Com- 
mission order. 

The ongoing prospective rate reductions ordered herein shall be reflected in 
rates for all current subscribers by a uniform proportional reduction In the 
recurring basic exchange primary service rates. To insure that rates for competl- 
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live services are not reduced (since those rates are generally priced as nearly as 
possible at full cost) we are directing that only rates for basic exchange pri- 
mary service be reduced. With respect to central office centres service the reduc- 
tions shall be made on the trunk rate per station. 
IRS Ruling Requett 

The companies have suggested that any proposed action changing the method 
of normalization now being used should allow the continuance of existing rates, 
either by putting the rates aside in a trust fund, as suggested by the Supreme 
Court, or keeping them subject to refund as at present, until such time as a 
ruling can be rendered by the IKS regarding the retention of eligibility under 
the method adopted by this Commission for treating the tax expense problems. 
This is based on the theory that if the IKS disapproves the proposed treatment 
the present method of accelerated depreciation shall continue In effect, or another 
proposed method may be submitted for a ruling. But the companies' requests 
provide no incentives to obtain an expeditious advance IRS ruling, and might 
lead to further delay in the implementation of the refunds contemplated in this 
order. Moreover, General's expert witness Nolan indicated that there are some 
instances where the IBS will not issue an advance ruling, nor does the IRS nec- 
essarily advise in advance that It will not Issue such a ruling. The supplicant 
merely waits and hopes. Nolan also said that the more difficult the problem, the 
more likely the IRS is to avoid issuing an advance ruling. We have here a case 
of first impression under the tax laws, and we think an advance ruling within 
a reasonable time is not probable. Moreover, the opportunities for such action by 
the utilities have been ample In the past, yet they took no such action. For these 
reasons we think that their proposals are Inappropriate. 
Exceptions to Proposed Report 

We shall discuss here, where necessary, the exceptions that have not been dis- 
cussed elsewhere In this opinion. 

Paoifio 
Pacific's exceptions generally fall into two categories: 
1. Since D.83162 was issued in August 1074, Its earnings have been below the 

authorized rate of return and it is Improper to order refunds and rate reductions 
in such circumstances. We have already discussed this point elsewhere, and con- 
cluded otherwise. There is nothing sufficiently meritorious in Pacific's ex<»p- 
tlons in this area that have not been raised, discussed, and disposed of by this 
Commission, or our Supreme Court. 

2. Pacific's eligibility for accelerated tax depreciation and ITC is endangered 
by the proposed treatment of these benefits. 

(a) Accelerated Tax Depreciation. Pacific complains of the use of recorded 
data for historical periods, but in its brief cited the West Ohio Oas case (supra) 
as requiring the recognition of such data. Its position Is Inconsistent and varies 
with the direction the wind is blowing. Further, there is no prohibition in proper 
ratemaking or the IRC sections in question which bar this procedure. 

Pacific also complains of the failure to use the pro rata requirements in Treas- 
ury Regulation 1,167(1)-!(h) (6) (II). It overlooks the discussion on page 3 of 
Exhibit 16 sponsored by staff witness John Qulnley, where the use of the pro 
rata percentage of 46.38 is shown. Mr. Qulnley explains the offsetting working 
cash adjustment which produces a combined effect of 50 percent as the proper 
figure to be used in determining the average deferred tax reserve and its 
ultimate revenue effect. Footnote 4. Table 1. Exhibit 16, reflects this combined 
effect, as does Footnote 4, Table 1, Exhibit Ifr-A (sponsored by Pacific), whlcli 
uses the identical percentage as its Table 1 Is Identical to Table 1 of Exhibit 16. 

The other exceptions with respect to accelerated depreciation have been either 
mentioned or explained elsewhere and merit no further discussion. 

(b) Investment Tax Credit. Pacific cites proposed treasury regulations alleg- 
edly relating to Its interpretation of our ITC treatment. These proposals in our 
judgment do not effect the validity of our treatment and have no force or effect, 
In any event, being mere proposals. We reiterate that our treatment of ITC Is 
akin to an annual ratemaklng procedure. We see nothing in law or logic that 
prohibits this treatment. 

General 
The thrust of General's exceptions relates to the aUeged Inellgibillty for 

accelerated depreciation which would occur a.s a result of the treatment of that 
subject in the Proposed Report. General aUeges that the total tax expense must 
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be considered for the same period for which the deferred tax reserve is estimated, 
and the Proposed Report considers only the reduction In tax expenses. This is 
not the case, as the reduction In tax expense for years after the test year is 
used to reduce the test year tax expense used In the succeeding year. The 
effect is to reduce each succeeding year's tax expense, but the enUre tax expense 
is used for the appropriate period. General also alleges that the proposed method 
Is exactly like the old pro forma method, except for the time period. That is 
correct, because the failure to consider the deferred tax reserve for the same 
period as the tax expense is the alleged defect of the old pro forma method re- 
garding eligibility. The Averaged Annual Adjustment remedies this defect by 
considering the two required items separately for the same period. While the 
effect is the same as pro forma, we are speclflcally complying with the existing 
tax laws by using a proper method to compute the revenue requirement. It must 
also be noted that this method complies exactly with the method (though not 
the assumptions) recommended by General and its witnesses. 

We have already discussed and decided the other major exception: the double 
refund effect for revenues authorized but not collected because of Pacific's prior 
refunds. 

There Is no retroactive ratemaking involved here since all General's rates 
since November 22, 1971 have been subject to refund. The fact that ITC was 
not previously considered does not make it res adjudlcata, nor does it prevent this 
Commission from reflecting its effect where possible. That Is what we are doing 
by this decision. 

LA 
LA objects to the failure of the Proposed Report to decide the constitutionality 

of the relevant tax laws under the Tenth Amendment to the U.S. Constitution. 
We already decided that question in the affirmative in D.83778 and see no reason 
to go into the matter again. 

We have previously discussed, directly or indirectly, all the other matters 
raised in L.A.'s exceptions. 

TURN 
TURN filed two exceptions, one relating to its proposed method of determin- 

ing the amount of refunds  (discussed earlier), and the other relating to the 
effective date of the Proposed Report. We see no need to consider its exceptions. 
Epilogue 

We desire to discuss the wisdom of using the tax laws for the purpose of 
providing a capital subsidy (In this instance, phantom taxes) from the taxpayers 
(in this instance, the ratepayers) to a special Interest group (in this Instance, 
state-regulatpd utilities). This occurs t>ecause every dollar of taxes that the 
utilities pay Is obtained in rates from the ratepayer, even when the utilities can 
defer, and perhaps never pay the taxes collected in rates. The regulators must 
essentially order two dollars to be paid to the utility by the ratepayer for each 
dollar in taxes avowedly to be paid by the utility. This seems to us to be a wasteful 
use of resources as well as a legally sanctioned subsidy to the utility from the 
ratepayer without the latter's consent. The money is not being contributed 
by investors in the usual manner, but is being contributed in the form of rates 
by the ratepayer on a two-for-one basis and not on a one-for-one basis, as is the 
case for traditional investment capital The funds are being obtained from the 
ratepayers under the guise of taxes, while Congress has decreed that the money 
so collected as taxes need not be used as taxes by the utilities, but may be used 
by the utilities for whatever purposes they desire. There is no restriction on the 
use of these funds in the tax laws. Tlie taxes collected, but not paid, in essence 
amount to a direct capital subsidy which the utilities may use as unrestricted 
capital. Nothing is paid to the ratepayers for this Investment use of the rate- 
payers' money as would be paid to traditional investors. Thus, this is free capital, 
and this Is occurring in a free enterprise system which traditionally rewards 
venture and Investment capital!! Here, the converse is true. 

The ratepayers are actually being penalized instead of being compensated for 
this subsidy. Their money is being involuntarily contributed on a two-for-one 
basis, and no return is forthcoming on any basis. We think this is grossly unfair 
and should be more forcefully presented by the ntllitles, by the regulatory agen- 
cies, and by consumer organizations. Congress has created a situation where in 
California both the utilities and the ratepayers feel they are being whlpsawed 
by these tax laws and the actions of this Commission in attempting to be fair 
to all sides. This Commission believes that It has a legal duty to balance the 
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interests of tbe utilities and the ratepayers and is attempting to do so, but finds 
Itself more frequently tiamstrung by the actions of Congress where It appears 
that the interests of the utility ratepayers are not adequately considered, for 
whatever reason. 

What this Commission proposes and strongly supports, in lieu of this bidden 
subsidy and no-cost capital contribution to the utilities by the ratepayers (we 
mean at no cost to the utilities), is the elimination of the income tax upon regu- 
lated utilities to be replaced with a gross receipts tax (or, for energy and water 
utilities, a per unit of consumption tax), as a surcharge to all billings paid by 
the ratepayers, to be collected by the utilities and paid directly to the IRS. This 
surcharge would be indicated as such on the utility bills and would not be In- 
cluded in the utility cost-of-service. It could easily be structured to provide 
revenues to the treasury equivalent to that now being paid as income taxes by 
the utilities. It would eliminate the ratepayers' involuntary and hidden sub- 
sidy to the utilities because what they pay in gross receipts tax is what the IRS 
gets on a dollar-for-doUar basis. If the utilities desire to obtain funds from the 
ratepayers for the purpose of expansion and investment, let it be done forth- 
rlghtly by direct subsidy so the ratepayers will have knowledge and the oppor- 
tunity for input. Let the ratepayers share in whatever benefits might accrue to 
the utility as the result of any such investment by the ratepayers. We see no 
reason why the ratepayers, in their role of capital investors, should not share In 
the fruits of their investment. We believe the tax laws are not the proper medium 
for the creation of involuntary investment capital. Tax law glmmlclcry should not 
tilt or distort the balance necessary between state-regulated utilities and rate- 
payers. 

The gross receipts tax would simplify the job of Congress In levying taxes and 
simplify the job of the regulatory agencies In setting rates, while preserving the 
rights of both the utility and the ratepayers. It would create faster rate relief 
on the part of regulatory agencies and maintain the utilities on a solid financial 
basis, instead of requiring everyone involved in setting rates to go through a 
series of contortions and distortions to attempt to comply with or legally avoid 
the effect of the existing tax laws and the concomitant uncertainty and delay. 
Findings 

1. Pacific and General were Imprudent in failing to select accelerated deprecia- 
tion when that option was available under the federal tax laws. This Imprudence 
denied the companies the option to elect flow-through accounting for ITC and 
accelerated depreciation purposes. 

2. Flow-through of the tax benefits accruing under accelerated depreciation 
and ITC is the best method of handling these benefits for the purpose of balancing 
the interest of the ratepayers and the companies for ratemaking purposes. 

3. Pacific and General are ineligible to elect flow-through accounting for ac- 
celerated depreciation and ITC for ratemaking purposes pursuant to IRC Section 
167, et seq. and Treasury Regulation 1.167, et seq. Normalization accounting is 
the most appropriate method available to Pacific and General. Under the normal- 
ization method we are adopting for ratemaking purposes, tax depreciation ex- 
pense for ratemaking purposes will be computed on a straight-line basis while 
federal taxes will be computed on an accelerated depreciation basis. The differ- 
ence between the two tax computations will be accounted for In a deferred tax 
reserve. The average sum of the test year deferred tax reserve and the deferred 
tax reserve for the three next subsequent years shall be deducted from rate base 
in the test year. As a result of each of the deductions from rate base federal 
tax expense will be recomputed on the same basis In the test year for the test 
year and the three corresponding subsequent years, thus matching the estimated 
tax deferral amount for each period with the estimated federal tax expense for 
the same period. This method complies with Treasury Regulation 1.167(L) (1), 
(h) (6) and is normalization accounting. 

4. ITC we shall make an adjustment prior to the end of each calendar year 
(or as soon thereafter as possible) for the rates to be set beginning January 1 of 
the next calendar year taking into account at that time the growth in the amount 
of ITC estimated for the next Immediate future calendar year as compared to 
the last test year (or last preceding year), and recomputing federal tax expense 
and gross revenue requirements based on that new estimate for each year be- 
tween rate cases. This method complies with the requirements of ratable service 
life) fiow-through selected by the utilities under IRC Section 46. 

5. The methods described In Findings 3 and 4 are an attempt to more accurately 
reflect in rates the abnormal growth In these reserves compared to the other 
components of cost-of-servlce used In computing rates. 
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6. The methods adopted In this order as described in Findings 3 and 4 comply 
with the mandate of the California Supreme Court set forth in City of IiO» 
Angeles v. Public UtiUties Commission (1975) 15 C 3d 680. 

7. The methods descrllmd in Findings 3 and 4 fairly balance the interests of 
the ratepayers and the utilities and avoid harsh results to either as a result of 
the tax benefits accruing under accelerated depreciation and ITC. 

8. The amount to be refunded by Pacific to its ratepayers under the method 
described in Finding 3 for accelerated depreciation is $110,785,000, including 
interest at 7 percent per annum from the date of the respective orders entered 
from which refunds are being required, as set forth in Table 1. The current rate 
reduction under this method is $31,609,000. 

9. The gross amount to be refunded by General to its ratepayers under the 
method described in Finding 3 for accelerated depreciation is $40,230,000, includ- 
ing interest at 7 percent per annum from the date of the respective orders entered 
from which refunds are being required, as set forth in Tables 2 and 7. The cur- 
rent rate reduction under this method is $6,571,000. 

10. The amount to be refunded by Pacific to its ratepayers under the method de- 
scribed in Finding 4 for ITC is $51,231,000, including interest at 7 percent per 
annum from the date of the respective orders entered from which refunds are 
being required, as set forth in Table 3. The current rate reduction under this 
method is $23,346,000. 

11. The gross amount to be refunded by General to its ratepayers under the 
method dascribed in Finding 4 for ITC is $15,649,000, including interest at 7 
percent per annum from the date of the resjjectlve orders entered from which 
refunds are being required, as set forth in Table 4. The current rate reduction 
under this method is $4,771,000. 

12. The maintenance of eligibility under the federal tax laws to allow Pacific 
and General to use accelerated depreciation and ITC is beneficial to both the 
ratepayers and the utilities and is an important goal of this Commission in this 
decision. 

13. It is reasonable to order a uniform proportional reduction in the recurring 
l>asic exchange primary service rates. With respect to central oflJce centrex 
service it is reasonable to make the reductions on the trunk rate per station. 

14. It Is reasonable to impute flow-through of 1968 and 1969 vintage plant 
additions for Pacific and 1969 vintage plant additions for General, as the 
Supreme Court has previously approved this procedure in San Francisco v. PUC 
(1971) 6 C 3 119, and accelerated depreciation of these vintages has never been 
reflected in rates. 

15. A gross receipts tax surcharge would abolish the "two-for-one" collection 
of income taxes from the ratepayers in rate setting for utilities and would allow 
lower utility rates since the gross receipts tax would allow a dollar-for-dollar 
collection of taxes paid by the utilities to the federal government. 

16. As long as plant investment of the utility continues to expand, the deferred 
tax reserve is actually a tax saving and not a tax deferral. 

17. It is unfair and unreasonable to use the tax laws to create Investment 
dollars flowing from the ratepayers to the utilities on which the ratepayers do 
not receive any return. 

18. The gross receipts tax surcharge would eliminate the Involuntary capital 
contribution incurred by the ratepayers and would abolish the windfall to the 
utilities by allowing them to collect taxes from the ratepayers which they may 
never have to pay. 

19. The investment tax credit is a tax saving and not a tax deferral. 
20. A gross receipts tax surcharge will prevent the distortion of the tax laws 

to create subsidies from the ratepayers to the utilities in the setting of rates. 
21. In computing the refunds and rate reductions computed herein, this Com- 

mission has used recorded figures, where available, for the periods in question. 
22. The reduction and refunds of rates authorized by this decision are Justified 

and reasonable, and the present rates as they differ from those prescribed 
therein, are for the future unjust and unreasonable. 

23. No revenue adjustments for settlements by Pacific and General with inter- 
connecting carriers will be allowed for the refund period. 

24. The amount to be refunded by Pacific to its ratepayers pursuant to Finding 
14 is $43,570,000. including interest at 7 percent per annum from the date of the 
respective order entered from which refunds are being required, as set forth In 
Appendix F. The current rate reduction under this method Is $5,539,000. 

25. Because of revenues authorized, but not collected. General is entitled to 
^,^^i^ ^°I certain sums refunded and lower rates set due to f^an Francisco v. PVC 
(1971) 6 C 3 119 and D.78851 of Pacific. It is reasonable to offset these amounts 
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against the other refunds required herein, on an annual basis only, first reducing 
the Imputed flow-through of accelerated depreciation under Finding 14, then the 
ITC refund, and lastly, the accelerated tax depreciation refund. 

26. The net amount to be refunded by General to its ratepayers, pursuant to 
Findings 14 and 2S, is $17,159,000, including interest at 7 percent per annum 
from the date of the respective orders entered from which refunds are being 
required, as set forth in Appendix G. The current rate reduction under this 
method is $1,311,000. 

27. As a result of Finding 2.5, the refunds due from General, pursuant to 
Findings 9 and 11, are reduced to the net sums of $34,453,000 (Finding 9) and 
$13,828,000 (Finding 11). 

28. The total net refunds due from Pacific and General, and the total current 
and/or ongoing rate reductions required respectively, are summarized In the 
tables contained on page 32 (for Pacific) and page 34 (for General). 

CONCLUSIONS 

1. The methods described in Findings 3 and 4 maintain the eligibility of the 
utilities to use accelerated depreciation and ITC and comply with the require- 
ments of the Internal Revenue Code relating to Pacific and General. 

2. This Commission does not guarantee the utility the rate of return authorized 
in rate proceedings, but merely provides an opportunity to earn that return. 

3. The method described in Finding 3 for accelerated depreciation for Pacific 
and General Is a normalization method of accounting. 

4. The method contained in Finding 4 for ITC complies with the ratable (service 
Ufe) flow-through option of ITC under IRC Section 46. 

5. The Imputation of flow-through of the accelerated depreciation benefits 
for 1968 and 1969 vintage plant additions for Pacific and 1969 vintage plant addi- 
tions for General is a proper ratemaking procedure and does not afl'ect eligibility 
under the TRA of 1969. 

6. The rates being set herein are not confiscatory. 
7. The offset allowed General due to the revenues authorized, but not realized, 

is a proper ratemaking procedure. 
8. There is no retroactive ratemaking ordered In this decision. 

OBDKR 
It Is Ordered that: 
1. The Pacific Telephone and Telegraph Company shall refund the sum of 

$205,586,000 (computed as of December 31, 1977), being the total of the amounts 
due under the recomputation of accelerated depreciation with normalization, in- 
vestment tax credit on the service life flow-through basis, and accelerated depre- 
ciation for 1968 and 1969 vintage plant addition on a fiow-through basis, as 
determined herein pursuant to Findings 3, 4, and 14. This amount includes 
Interest at the rate of 7 percent per year from the respective effective dates of 
the rates being refunded. 

2. General Telephone Company of California shall refund the sum of $65,440,- 
000 (computed as of December 31, 1977), being the net total of the amounts due 
under the recomputation of accelerated depreciation with normalization, invest- 
ment tax credit on the service life flow-through basis, accelerated depreciation 
for 1969 vintage plant additions on a flow-through basis, and certain offsets 
thereto, as determined herein pursuant to Findings 3, 4, 14, and 25. This amount 
includes interest at the rate of 7 percent per year from the respective effective 
dates of the rates being refunded. 

3. The Pacific Telephone and Telegraph Company and General Telephone Com- 
pany of California shall prepare and file refund plans for all current (at the 
time of filing of the plan) subscribers. This plan shall be filed within thirty 
days after the effective date of this order. This plan must be approved by an 
order or resolution of the Commission. 

4. The methods described In Finding 3, 4. and 14 shall be applied to all future 
rates of The Pacific Telephone and Telegraph Company and General Telephone 
Company of California. 

5. The filings required for the continuous surveillance of earned rate of return 
as previously ordered in D.83540 and D.83778 are no longer required. 

6. The Pacific Telephone and Telegraph Company shall reduce current rates 
by the sum of $60,494,000 (computed as of December 31, 1977), being the total 
of the reductions due under the recomputation of accelerated depreciation with 
normalization. Investment tax credit on the service life flow-through basis, and 
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accelerated depreciation for 1968 aud 1969 vintage plant additions on a flow- 
through basis, as determined herein pursuant to Findings 3, 4, and 14. 

7. General Telephone Company of California shall reduce current rates by 
the sum of $12,653,000 (computed as of December 31, 1977), being the net total 
of the reductions due under the recomputation of accelerated depreciation with 
normalization, investment tax credit on the service life flow-through basis, ac- 
celerated depreciation for 1969 vintage plant additions on a flow-through basis, 
and certain offsets thereto, as determined pursuant to Findings 3,4 14, and 25. 

8. The Pacific Telephone and Telegraph Company aud General Telephone Com- 
pany of California shall prepare aud file tariffs reflecting such reductions on a 
uniform proportional basis on recurring basic exchange primary service rates, 
and with respect to central office centrex service the reductions shall be made 
on the trunk rate per station. Such tariffs shall be filed within thirty days after 
the effective date of this order and shall not become effective until approved by 
order or resolution of this Commission. 

9. Pacific and General shall not recompute intercompany EAS or other settle- 
ment amounts between themselves or with other independent companies as a 
result of the refunds or rate adjustments ordered herein except for business done 
on or after the effective date of this order. 

10. In the event the refund plans and tariffs required to be filed by this order 
are effective after December 31, 1977, the amounts shown in Ordering Para- 
graphs 1, 2. 6, and 7 shall be recomputed to the appropriate effective date of the 
refund plan or tariff filing, with interest as computed in Ordering Paragraphs 1 
and 2. 

The effective date of this order shall be twenty days after the date hereof. 
Dated at San Francisco, California, this 13th day of September, 1977. 
I will file a dissent. 

ROBERT BATiNovacH, 
President. 

(Signed) WILLIAM STMONS, Jr., 
Commisiioner. 

I will file a concurrence. 
(Signed) RIOHABD D. GBAVELLE. 

RicBABD D. GBAVELLE, 
CLAIBE T. DEDBICK, 

Commissioners. 
I will file a written dissent. 

(Signed)   VEBNON L.  STUBGEON, 
Commissioner. 

Certified as a true copy of the original. 

.issistant Executive Director, 
Public Utilities Comtnission, 

State of California. 
APPENDIX A 

LIST or APPEARANCES 

Applicants: Robert M. Rails and Robert Dalenberg, Attorneys at Law, for The 
Pacific Telephone and Telegraph Company; John Robert Jones, A. M. Hart, and 
H. Ralph Snyder. Jr.. Attorneys at I<aw, for General Telephone Company of 
California. 

Interested Parties: Thomas M. O'Connor, City Attorney, and Robert Laug- 
head, for City and County of San Francisco; Robert W. Russell and Manuel 
Kroman, for Department of Public Utilities & Transjjorfation, City of Los An- 
geles; George R. Gilmour, Attorney at Law, for TURN; James F. Crafts, Jr., 
Attorney at Law. aud Del Williams, for Continental Telephone Company; Louis 
Possner, for City of Long Beach; John W. Witt, City Attorney, by William S. 
Shaffran, Deputy City Attorney, for City of San Diego; Alexander Googooian, 
City Attorney, for City of Bellflower; Burt Pines. City Attorney, by Leonard L. 
Snalder, Deputy City Attorney, for City of Los Angeles; Jack Krinsky, for Ad 
Visor, Inc.; Dlna G. Beaumont, for Communications Workers of America ; Thelma 
Garcia, for Pacific Telephone Women Ehnployees for Affirmative Action; Joseph 
J. Salazar, for Los Padrinos. Inc.; William M. Bennett, Attorney at Law, for 
Consumers Arise Now, and himself; Diamantes P. Katslkaris, for Independent 
Taxpayers Union of California, Inc.; Timothy J. Sampson, for Citizens Action 
League; and John Mack, by Ballard W. Brooks, for Los Angeles Urban League. 

Commission Staff: Timothy Treacy, Attorney at Law, J. D. Qulnley, and K K 
Chew. 
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APPENDIX H 

TABLE 7.—fiENERAL TELEPHONE CO.  OF CALIFORNIA  INTRASTATE OPERATIONS ADJUSTMENTS TO 
TABLES 2, 4, AND 6 FOR REVENUES NOT COLLECTED 

(Dollar amounts in thousands) 

LIm: No.—Item 

Gross revenoa raductlons 

Dae 12 to 
31,1971 

(A) 

Jan. 1,to 
1972   SapL22,l&73 

(B) (C) 

1—Total revenues not collected '  $846 
2—Line 1 adjusted to Dec. 31,1977 refund levels>  1,313 

Refund offset by line 2. 
J—Imputed flow-throuih  377 
4—Investment tax credit  35 
S—Liberalized tax deprKiation  291 
6—Remaining revenues not collected >  393 

{12,601 
18,869 

7,616 
1,299 
5,486 . 
2.994 . 

{4,372 
5,963 

5,476 
487 

< Exhibit 2, table 6, line 15 (adjusted for 0.83778 refunds). 
> Adjusted by including interest to match refund amounts. 
' Lin* 2, less lines 4,5, and 6. divided by interest factor. 

Commissioner Richard D. Oravelle, Concurring 

Commissioner Clarke T. Dedrlck, Concurring 
We concur. 
Todays decision, while attributed to this Commission, is not really ours. We 

are merely the instrument of delivery. This decision was spawned by the Bell 
System; nurtured by Congress; brought through adolescence by the efforts of 
our staff, the cities of San Francisco, Los Angeles, San Diego, and TURN; shap^ 
into maturity by the California Supreme Court; and finally left to us for mere 
refinement. The entity most responsible for the result of the order as it stands 
is the Court, which clearly mandated us to achieve a balance between utility and 
ratepayer which we have finally done. We have also protected eligibility by 
carefully remaining within the confines of the tax laws and regulations. No one, 
however, should be confused on the latter point. The ultimate verdict on the 
validity of this decision will have to be made in the United States Supreme Court 
and the sooner that is accomplished the better off all participants will be. 

SAN FBANCISCO, CAUF., September IS, 1977. 
RICHARD D. GBAVELLE, Commisgioner. 
CLABKG T. DEDRICK, Commigsioner. 

PACmC TELEPHONE ft 1CLE0BAPH  CO.  AND GENERAL TELEPHONE  CO.  OF CALITORNIA 

Re. accelerated depreciation and investment tax credit. 

Commissioner William Symons, Jr., Dissenting 

California stands to lose at least a billion dollars, with nothing to gain, as 
the Public Utilities Commission majority again plays brinkmanship with the 
United States Government. There is no need to recklessly risk eligibility for such 
enormous sums in federal tax deferrals and federal tax forgiveness. 

Congress enacted the federal tax laws, and in order to qualify for specific 
federal tax benefits, it Is realistic to expect that the intentions of Congress be 
expected. Eligibility under the federal tax laws makes it possible for the com- 
munication companies in California to use accelerated depreciation and to re- 
ceive investment tax credit. To have the federal government forego the collec- 
tion of these taxes is most beneficial to both the utilities and the ratepayers. To 
risk these tax benefits so needlessly is bad regulatory administration. Loss of 
eligibility through 1976 as a consequence of California Public Utilities Commis- 
sion action means that Pacific Telephone will have to pay taxing authorities in 
Washington, D.C., retroactive tax bills of |764 million. General Telephone wiU 
have to pay $223 million. Loss of eligibility into the future will cost our com- 
munication system and ratepayers additional hundreds of millions of dollars 
in taxes. 
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I cannot support a decision which falls to take the opportunity to resolve the 
"e'-Igibillty" issue before the Commission decision is finalized and "set in con- 
crete." Assurance on the issue of eligibUlty Is procedurally feasible if we were to 
follow the recommendation of the Administrative Law Judge In this case. The 
order as originally drafted deferred any effective date until 180 days. This was 
done to allow the utilities a reasonable period to obtain a ruling on eligibility 
from the U.S. Internal Revenue Service. Ratepayer Interest would have been 
protected by adequate accounting, refund, and interest provisions. 

But today's majority strikes out that simple safeguard. In doing so they Ignore 
the fact that last year's schemes, which the majority recklessly imposed on the 
state's largest electric utility and the state's largest gas utility, are in grave 
danger of causing millions of dollars in unnecessary tax liabilities to fall upon 
those companies. (See Majority and Minority Opinions: A. 54946, Southern Cali- 
fornia Edison Company, D. 86794, December 21. 1976; rehearing based on ad- 
verse tax attorneys opinion, D. 87828, September 7, 1977; and A. 55676, Southern 
California Gas Company, D. 85627, March 30, 1976, together with adverse IRS 
ruling, dated November 22, 1976; California Supreme Court decision i)ending, In 
Case SF 234^.) 

In light of these danger signals. It is imprudent of the Commission not to ex- 
haust available cousultive procedures and thus safeguard the state against the 
catastrophic consequences of Inellglbllity. 

Instead, the majority lectures Congress on legislative goals. Acting as a school 
marm to Congress, the majority tells the national legislature that federal tax 
credits and deferrals may be used to lower monthly utility bills, but may not be 
used to stimulate job development or accelerated capital investment. Such homey 
advice is Interesting but what the California ratepayers will have to worry 
about is the bottom line. What will be and the California utility companies have 
to pay to Washington, D.C., after the IRS has cut through the verbiage of this 
decision and applied the law? 

SAN FRANCISCO, CAUF., September 13,1977. 
WILLIAM SYMONS, Jr., Commissioner. 

Commissioner Vernon L. Sturgeon, Dissenting 

The inconsistent and cavalier manner In which the majority treats the key 
issue of eligibility for accelerated depreciation warrants my strong dissent. The 
majority recognizes, as it must, that our regulatory treatment of accelerated de- 
preciation and the investment tax credit (ITC) must preserve General's and 
Pacific's eligibility for these tax saving methods. The majority, In one of its few 
realistic comments on the question, states that: 

"Eligibility is the first Issue to be determined. To render a decision which at- 
tempts to resolve these cases without regard for this issue might create problems 
for these utilities, their ratepayers, the Commission, and the Courts that even 
exceed (both in scope and complexity) the problems that we are attempting to 
resolve In this decision." (MImeo p. 19) 

After recognizing and elaborating upon the importance of eligibility, the major- 
ity then. Incredibly, moves quickly to jeopardize that eligibility by adopting a 
regulatory accounting scheme whose compliance with the standards of normaliza- 
tion established by the Internal Revenue Code and Treasury Regulations must be 
considered a matter of speculation. While the majority states confidently (Find- 
ing No. 3) that "This method complies with Treasury Regulation 1.167(1)-(1) 
(h) (6) and is normalization accounting," they admit (at Mimeo p. 41) that "We 
have here a case of first impression under the tax laws ..." 

The Examiner's Proixised Report took a sensible approach to the eligibility 
question by setting an effective date 180 days after the entry of the order. Had 
a majority of the Commission had the wisdom to adopt such an approach, Pacific 
and General would have not only the time but the incentive to seek an expeditious 
IRS ruling. The majority correctly points that "expeditious" is not an adjective 
frequently associated with IRS rulings (as it is not with decisions of this Com- 
mission). However, even if no such ruling were issued within the 180 days follow- 
ing the entry of the order, what harm would occur? Under the Examiner's ap- 
proach, the order would simply he final at that time. If a ruling was issued, the 
Commission would then have the opportunity to modify the order if necessary. 

It is doubtful that any of the majority would. In the handling of their own fed- 
eral income taxes, make a decision Involving a risk of substantial tax liability in 
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which their position rested on a legal position which they knew to be a "case of 
first impression under the tax laws." Today, however, they have asked Paclfio, 
General and their ratepayers to do just that. 

VESNON L. STUBOEON, Commisiioner. 

SAN FBANCISCO, CALIF., September 13, 1977. 

DEPABTMENT OF THE TREASUET, 
INTERNAL REVENUE SEBVICE, 
Washington, D.C., June 8,1978. 

Index No.: 0167.23-(X). 
Taxpayer—Pacific Telephone & Telegraph Co. 
State—California. 
Commission—California Public Utility Commission. 
Parent—American Telephone & Telegraph Co. 
Representative—Caplin & Drysdale. 
Decision X—87838, September 13,1977. 
Mr. ROBEBT DALENBEBO, 
Vice President and General Counsel, Pacific Telephone d Telegraph Co., 
140 New Montgomery Street, 
San Francisco, Calif. 

DEAB MB. DALENBEBO : This replies to your ruling request dated September 29, 
1977, as supplemented, the latest being dated May 3, 1978, and filed on your 
behalf by your representatives concerning your company (taxpayer). 

You request a ruling that should Decision No. X of the Commission, dated 
September 13, 1977, become final, will the taxpayer remain eligible for : 1) accel- 
erated depreciation under section 167(1) of the Internal Revenue Code; 2) depre- 
ciation based on Class Lives Asset Depreciation Range (CLADR) system for 
post-1970 public utility proi)erty; 3) depreciation based on the Class Life (CL) 
system for pre-1971 public utility property (1968 and 1969 vintage accounts) ; and 
4) the investment tax credit V 

Taxpayer is a state corporation and is a sul)sidiary of Its parent, which ha.s its 
principal place of business at 195 Broadway, New York, New York 1(K)07. Tax- 
payer is subject to regulation by the Commission with respect to its intrastate 
rates and services. It is a member of a group of affiliated corporations which files 
consolidated Federal Income tax returns under section 1.501 of the Code. 

By letter dated December 22, 1977, you have formally requested that the issues 
be separated and the first three issues answered first and the investment tax 
credit issue responded to at a later date. Based on your request, we are replying 
to the first three Issues in this ruling letter and will reply to the investment tax 
credit issue at a later date. 

Several state utilities, taxpayer not being one of them, elected accelerated 
depreciation in the 1950's and chose to establish a reserve on their books of 
account and for ratemaking purposes for the deferred taxes. This was a normal- 
ization method of accounting. 

In 1960 the Commission determined that the flow-through method of account- 
ing was to be used in setting rates for utilities using accelerated depreciation for 
tax purposes. Taxpayer did not elect the accelerated method of depreciation, but 
chose to remain on the straight line method for tax purposes (until 1970) and in 
computing depreciation expense In its regulated books of account. Thus, tax- 
payer used a straight line method of depreciation for both Its regulated books 
of account and for tax purjjoses for its pre-1970 public utility property. 

Taxpayer made a timely election to claim depreciation under the CL system 
for its pre-1971 public utility property. Pursuant to section 1.167(a)-12(a) (4) 
(iii) of the Income Tax Regulations, the taxpayer has normalized, based on 
straight line depreciation, the difference between the longer book lives (to com- 
pute depreciation for book purposes) and the shorter CL system lives (to com- 
pute depreciation for actual tax purposes). The deferred tax amount is placed 
In a reserve account that is deducted from the adjusted rate base in the com- 
putation of the taxpayer's cost of service for ratemaking purposes. 

Pursuant to the Tax Reform Act of 1969, the taxpayer made a timely election 
to use accelerated depreciation to compute depreciation expense for determining 
its Federal income tax, beginning with its 1970 tax return and used the normaliza- 
tion method of accounting. Therefore, taxpayer is using an accelerated method 
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of depreciation with respect to Its po8t-1969 public utility property. As taxpayer 
was using the straight line method ot depreciation, as provided under section 
167(1) (1) (A) of the Code, for tax purposes on August 1, 15J69, it was not 
eligible to use the flow-through method of accounting. 

Taxpayer has made a timely election to use the CLADH system for ite post- 
1970 pubUc utility property. Pursuant to section 1.167(a)-ll(b) (0) (11) of the 
regulations, the taxpayer has normalized the difference between the book lives 
(to compute depreciation for boolc purposes) and tlie lower limit of the appro- 
priate asset guideline range (to compute depreciation for actual tax purposes). 
The deferred tax amount is placed in a reserve accoimt that is deducted from 
the adjusted rate base in the computation of the taxpayer's cost of service for 
ratemaking purposes. 

The Commission issued a decision on November 6, 1968, concerning taxpayer, 
establishing rates by reducing taxpayer's tax expense for the test year 1967 
as though it had used accelerated depreciation on its 1967 tax return. By com- 
puting accelerated depreciation with flow-through, the Commission gave the 
ratepayers the benefit of a tax deferral which the taxpayer did not actually 
reaUze. With the taxpayer's announced use of accelerated depreciation the Com- 
mission issued an interim decision on November 24, 1970, holding that tax- 
payer's rates would be established to reflect its use of accelerated depreciation 
and the normalization method of accounting. On June 22, 1971, the Commission 
granted a rate Increase to taxpayer based on the interim decision. 

On November 26, 1971, the state Supreme Court annulled the interim decision 
of November 24, 1970, holding that the Commission had erred in falling to con- 
sider lawful alternatives to normalization. The court ruled that imputed ac- 
celerated depreciation with flow-through was a lawful alternative but remanded 
to the Commission for consideration of all alternatives, including normalization 
and any compromise between normalization and imputed accelerated depreciation 
with flow-through. The court then annulled the Commission's June 22, 1971 deci- 
sion and ordered the Commission to reinstate the rates established in the 1968 
decision. On July 23, 1974, the Commission isued a decision granting taxpayer 
a rate increase based on accelerated depreciation with normalization. The Com- 
mission adopted normalization to preserve the taxpayer's eligibility for acceler- 
ated depreciation. 

On December 12, 1976, the court annulled that part of the Commission's 1974 
order relating to the treatment of tax expense, resulting from the use of ac- 
celerated depreciation, principally because the court disagreed with the Cova- 
mission's conclusion that it had no regulatory authority to consider alternate 
methods of treating the accelerated depreciation. The court remanded for fur- 
ther proceeding relating to tax expense. 

Following additional hearings, the Commission issued Decision X on Septem- 
ber 13, 1977. This decision covers the tax issues in three separate rate cases 
using test periods for: 1) calendar year 1973; 2) fiscal year 7/1/74-6/30/76 and; 
S) fiscal year 7/1/75-6/30/76. The Commission ordered the taxpayer to make 
refunds and annual reductions in rates with respect to these cases. 

It seems the Commission had the view that full fiow-through of the tax de- 
ferral resulting from using accelerated depreciation was the proper and best rate- 
making method, but could not consider it as the taxpayer was not eligible for 
this method of accounting, since taxpayer was using straight line depreciation 
on August 1, 1969. 

The Commission had previously taken into account the reduced risk accom- 
panying the election of the normalization method of accounting in determining 
taxpayer's rate of return. The Commission believed it would be unfair to reflect 
the reduced rate twice in the rate of return and, therefore, proposed an "average 
annual adjustment method." In its presentation of this method, the Commission 
has attempted to take into account section 1.167(l)-l(h) (6) of the regulations 
so as to allow the taxpayer to maintain the election of accelerated depredation 
for tax purposes. 

Decision No. X states that the theory of the method Is that because the In- 
crease in the deferred tax reserve is deducted from the rate base, the authorized 
rate of return on the smaller rate base produces less revenue. The smaller 
amount of net revenue will then produce less tax expense, since the taxable In- 
come will be decreased. Essentially, the total of the reduction in net revenues 
and the decreased tax expense, together with the adjustment for uncoUectlbles, 
amounta to the total gross revenue reductions. 
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In setting rates the Commission's method uses the taxpayer's actual reserve 
for deferred tares for the years 1973,1974 and 1975, and estimated plant additions 
for the succeeding three years of each test year and computed the estimated 
reserve for deferred taxes for these years. The simple average of the average 
annual reserve for deferred taxes for both pre-1970 public utility property and 
post-1969 public utility property for the four year period was deducted from the 
rate base, that was adjusted for the test year depreciation reserve, but not for 
the additional estimated depreciation reserve for the succeeding three years. As 
this computed reserve for deferred taxes was larger than the test year figure, the 
subtraction of this amount from the rate base resulted in a rate base that was 
less than the test year rate base. The taxpayer's authorized rate of return was 
then applied to the reduced rate base to compute the reduced net operating In- 
come. This reduced net operating income was then 8ul)stituted in the cost of serv- 
ice for the larger test year net operating Income figure and certain net-to-gross 
multipliers were applied to the reduced net operating income to compute the re- 
duced tax expense and reduced gross revenues. The reduced tax expense was then 
substituted in the cost of service for the larger test year tax expense for ratemak- 
ing purposes. Because of this lower overall cost of service for ratemaking pur- 
poses, the rates that taxpayer charged its customers are now subject to refund 
and rate reduction. The Commission believes the taxes set aside in the deferred 
tax reserve shall never be paid and amounts to a tax savings rather than a tax 
deferral. The depreciation expense, included in the cost of service, was left 
undisturbed. 

The Commission believes the normalization method of accounting does not ap- 
proach the only sensible and realistic method of setting rates, that is, using the 
actual tax expense as the cost of service tax expense. It believes their annual 
average adjustment adopted in Its Decision No. X "is a more equitable and 
realistic method of normalization than the other proposals and the best available 
now." 

Decision No. X states that the actual Federal tax expense bears no direct rela- 
tion to the increase in deferred tax reserve, but fluctuates indejpendently of it 
and cites an exhibit submitted by the taxpayer in a rate case. It believes that the 
Code or regulations thereunder do not discuss the estimating process and believes 
that this method uses the same time period for estimating the reserve for deferred 
taxes and the tax expense for establishing cost of service for ratemaking pur- 
poses ; and that section 1.167(1)-! (h) (6) of the regulations is satisfied and eligi- 
bility is maintained for accelerated depreciation, CLADR system and the CL 
system. 

In reviewing the taxpayer's record in the proceedings, it came to the attention 
of the Commission that for the 1968 and 1969 vintage plant additions no ac- 
celerated depreciation was ever reflected in taxpayer's rates. In a previous ap- 
plication of taxpayer, imputed flow-through was proposed for the 1968 and 19W> 
vintage accounts. Decision No. X adopted this imputed flow-through for these 
years and used it to determine tax expense in each of the three taxpayer's test 
year cost of services for ratemaking purposes to compute the reduction in istes 
and the amount of the refund. 

The taxpayer became concerned when the Commission's Decision No. X was 
Issued and therefore requested the present ruling to determine whether the 
decision would impair its eligibility for accelerated depreciation, use of CLADR 
system under section 1.167(a)-ll of the regulations and the CL system under 
section 1.167(a)-12. If the decision becomes final and is inconsistent with the 
Code and regulations thereunder, taxpayer stated it will have enormous Federal 
tax obligations for both past and future years. The request for this ruling is 
the result of the Commission's decision. 

The taxpayer states it is following the normalization method of accounting 
in regard to accelerated depreciation under section 1677(1) of tlie Code and 
adhering to the normalization of tax deferrals resulting from the use of shorter 
lives for tax purposes than are used for regulatory purposes to comply with 
section 1.167(a)-ll(b) (6) (11) of the regulations for post-1970 public utility 
property CLADR system and section 1.167(a)-12(a) (4) (ill) for pre-1971 public 
utility property CL system. 

It Is the taxpayer's belief that the average annual adjustment method is the 
same as the method proposed by the Commission's staff several years ago and 
rejected by the Commission as being inconsistent with section 167(1) of the Code 
and regulations thereunder. The taxpayer states that the simple average of the 
reserve for deferred taxes that is excluded from the rate base is greater than 
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the amount of the reserve for deferred taxes excluded from the test year rate 
base. Therefore, the exclusion of a larger deferred tax reserve covering a dif- 
ferent time period than the time period used In determining tax expense for 
cost of service purposes is precisely what section 1.167(l)-l(h) (6) of the regu- 
lations prohibits. 

The taxpayer further states that when a computation is made of net revenue 
reduction, it has a bearing on tax expense because of the necessary mathemati- 
cal relationship between after-tax net revenues and Federal income taxes. The 
taxpayer believes the Commission's computation is not how the tax expense 
under* section 1.167(l)-l(h) (6) (1) of the regulaUons should be computed, 
otherwise this section of the regulations would have no meaning as far as the 
amount of the reserve for deferred taxes to be deducted from the rate base is 
concerned. The taxpayer believes the tax expense as computed under the average 
annual adjustment method does not represent actual or a proi)er estimated tax 
expense for the test year, any future year, or any average of these years. 

The taxpayer is also concerned about the Commission's use of the actual re- 
serve for deferred taxes b^ng used for the calendar years 1973, 1974 and 1975, 
while using estimated figures for all other cost of service items, including tax 
expense. The deferred tax reserve figures for each of the test years were sub- 
stantially higher than the original estimated figures, as more property was 
placed in service than originally estimated. 

Should the Commission amend its decision to eliminate the four-year forward 
averaging of the reserve for deferred taxes, the taxpayer states the deferred 
portion of normalized tax expense included in the cost of service for each test 
year would still be equal to the lower estimated figure, while the deferred por- 
tion of the normalized tax expense excluded from the rate base would be equal 
to the higher actual figure. Therefore, the taxpayer believes the amount credited 
to the reserve and excluded from the rate base should be based on the deferred 
portion of the tax expense as stated under sections 1.167(l)-l(h) (1) (i) and 
(lii) of the regulations. The taxpayer further states that if the larger actual 
amount of the reserve is excluded from the rate base then the actual tax expense 
must be Included in the cost of service for ratemaking purposes, otherwise the 
exclusion of the larger actual amount of the reserve for deferred taxes, without 
the use of the actual tax expense, would be in violation of section 1.167(1)- 
1(h)(6). 

In regard to the question of being eligible for the continued use of accelerated 
method of depreciation for its post-1969 public utility property when the Com- 
mission has ordered imputed flow-through treatment with respect to the tax- 
payer's 1968 and 1969 vintage accounts, taxpayer states that It computes 
depreciation allowance for Us 1968 and 1969 vintage accounts for both Its regu- 
lated Iwoks of account and tax purposes on the straight line method in accordance 
with section 167(1) (1) (A) of the Code. Also, the Imputed flow-through method 
of accounting for the 1968 and 1969 vintage accounts does not prevent the use 
of the accelerated methods of depreciation for its post-1969 public utility 
property. The taxpayer cites section 1.167(l)-l(d) (2) (11) of the regulations, 
and believes that the phrase, "with respect to the property" means the normali- 
zation requirements with respect to the property on which accelerated deprecia- 
tion i.s claimed. The taxpayer believes the normalization method of accounting 
need not be followed for all property as a condition to using accelerated depre- 
ciation for post-1969 public utility property. 

In regard to the question of being eligible to continue the use of the CL sys- 
tem for pre-1971 property, the taxpayer states the Commission's treatment of 
the 1968 and 1969 vintage accounts relates only to accelerated depredation and 
does not reflect any adjustment of the shorter lives for the property nnder the 
CIJ system than are being used in computing tax expense and depreciation ex- 
pense in th" cost of service for ratemaking purposes. The taxpayer therefore 
believes the Commission's imputed flow-through of accelerated depreciation for 
the 1968 and 1969 vintage accounts does not impair its eligibility to use the CL 
.system with respect to these vintage accounts. 

Section 167(1) (1) (A) of the Code provides that in regard to pre-1970 public 
utility proi)erty, the term "reasonable allowance" means: (I) a subsection (1) 
method or: (ii) the applicable 1968 method for such property. 

Section 167(1) (2) (B) of the Code provides that the taxpayer may use an 
accelerated method of depreciation if It uses a normalization method of 
accounting. 
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Section 166(1) (3) (G) of the Code provides that to use a normalization method 
of accounting with respect to public utility property, the taxpayer must use the 
same method of depreciation to compute both its tax expense and depreciation 
expense for purposes of establishing its cost of service for ratemaiiing purposes 
and for reflecting operating results in its regulated booljs of account. It then has 
to use, for computation of its Federal income tax liability, a method of deprecia- 
tion other than that used for tax expense and depreciation expense and to make 
adjustments to a reserve to reflect the deferral of taxes resulting from the use 
of these different methods of depreciation. 

Section 167(1) (3) (H) of the Code provides that to use a flow-through method 
of accounting with respect to any public utility property, the taxpayer must use 
the same method of depreciation (other than a subsection (1) method), to com- 
pute its Federal income tax liability and to compute its tax expense for pur- 
poses of reflecting operating results in its regulated books of accoimt. 

Section 1.167(a)-ll(a) (1) of the regulations provides an optional election of 
an asset depreciation range and class life system for determining the reasonable 
allowance for depreciation of designated classes of assets placed in service after 
December 31, 1970. 

Section 1.167(a)-ll(b) (6) (11) of the regulations provides that, for purposes 
of normalization, a taxpayer that has public utility property, for which no guide- 
line life was prescribed in Rev. Proc. 62-21, shall use the period for depreciation 
for computing tax expense for ratemaklng purposes and in its regulated books of 
account, that is the period for computing the depreciation expense for ratemak- 
lng purposes and for reflecting operating result in its regulated books of account. 
The normalization method of accounting shall have the same definition as stated 
In sections 167(1) (3) (G) of the Code and 1.167(l)-l(h). 

Section 1.167(a)-H(b) (6) (iii) of the regulations provides that if a taxpayer 
fails to normalize the tax deferral, the election to apply this section to such prop^ 
erty shall terminate as of the beginning of the taxable year for which the tax- 
payer fails to normalize the tax deferral. 

Section l.ie7(a)-12(a) of the regulations provides an elective class life sys- 
tem for determining the reasonable allowance for depreciation of certain classes 
of assets for taxable years ending after December 31, 1970. This applies to assets 
placed in service before January 1,1971. 

Section 1.167(a)-12(a) (4) (iii) of the regulations provides that, for purposes 
of normalization, a taxpayer that has public utility property, for which no guide- 
line life was prescribed in Rev. Proc. 62-21, shall use the period for depreciation 
for computing tax expense for ratemaking purposes and in Its regulated books 
of account, that is the period for computing the depreciation exjiense for rate- 
making purposes and for reflecting operating resu'ts in its regulated books of 
account. The normalization method of accounting shall have the same definition 
as stated in section 167(1) (3) (G) of the Code and section 1.167(l)-l(h). 

Section 1.167(a)-12(a) (4) (ill) (c) of the regulations provides that if a tax- 
payer fails to normalize the tax deferral, the election to apply the CL system 
shall terminate as of the beginning of the taxable year for which the taxpayer 
fails to normalize the tax deferral. 

Section 1.167(1)-1 (a) (1) of the regulations provides that the use of a method 
of depreciation other than a subsection (1) method (which includes the straight 
line method) is not prohibited by section 167(1) for any taxpayer if the tax- 
payer uses a normalization method of regulated accounting. This section also 
states that the normalization method of accounting with resi)ect to public utility 
property pertains only to the deferral of Federal income tax liability resulting 
from the use of an accelerated method of depreciation for computing the allow- 
ance for depreciation under section 167 of the Code and the use of straight line 
depreciation for computing tax expense and depreciation exiiense for puri)Oses 
of establishing cost of service and for reflecting operating results in the regu- 
lated books of account. This section of the regulations also provides that under 
section 1.167(l)-l(h) (6), the same time period is used to determine, for cost 
of service purposes, the amount of the deferred tax reserve resulting from the 
use of an accelerated method of depreciation and the reserve amount that may 
be excluded from the rate base in determining the cost of service 
i«fnwo'\ ^*^I^'^^~^i'^\*^'J"^ °' ^^^ regulations provides that under section 
-^aJJ I, ,, * ^°^%\'° ^^^ *^^^^ "^ post-1969 public utility property, the term 
reasonable allowance" means a subsection (1) method or a method of deprecia- 
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tion otherwise allowable under section 167 If with respect to tbe property ilie 
taxpayer uses a normalization method of regulated accounting. 

Section 1.167(l)-l(h) (1) (1) of the regulations describes the normalization 
method of accounting, such as was described under section 167(1) (3) (G) of the 
Code. 

Section 1.167(l)-l(h) (2) of the regulations provides that when a taxpayer 
uses a normalization method of accounting he must credit the amount of de- 
ferred Federal Income tax to a reserve for deferred taxes. 

Section 1.167(l)-l(h)(4)(il) of the regulations provides that where a tax- 
payer did not use the flow-through method of regulated accounting for Its Julj- 
1969 regulated accounting period or thereafter (including a taxpayer who uses 
a subseiction (1) method to compute its depreciation under section 167(a) of the 
Code and to compute Its tax expense for reflecting operating results In its regu- 
lated books of account) it will be presumed that the taxpayer is using the same 
method of depreciation to compute both its tax expense and Its depreciation ex- 
pense for purposes of establishing Its cost of service for ratemaklng purposes 
with respect to its post-1969 public property. 

Section 1.167(l)-l(h) (6) (i) of the regulations provides that a taxpayer does 
not use a normalization method of regulated accounting if, for ratemaklng pur- 
poses, the amount of the reserve for deferred taxes which is excluded from the 
rate base to which the taxpayer's rate of return Is applied exceeds the amount 
of such reserves for deferred taxes for the period used in determining the tax- 
payer's tax expense in computing the tost of service for ratemaklng purposes. 

Section 1.167(l)-l(h)(6) (11) of the regulations provides that the amount 
of reserve that may be excluded from the rate base when an historical period 
Is used to determine depreciation for Federal income tax expense for ratemaklng 
purposes, is the amount at the end of the historical period. When a future period 
Is used to determine the amount to be excluded, then it Is the amount at the be- 
ginning of the period and a pro rata portion of the amount of any projected In- 
crease to be credited or decreased to be charged to the account during the future 
period. If the amount of reserve to be excluded is to be made by reference to 
both an historical period and a future portion of a period, then the amount of the 
reserve to be excluded from the rate base for the whole period Is the amount at 
the end of the hlstorltal portion of the period and a pro rata portion of the 
amount of any projected increase to be credited or decrease to be charged to the 
reserve account during the future portion of the period. 

The Tax Reform Act of 1969 (1969-^ C.B. 423, 532) changed for tax purposes 
the method of treatment of accelerated depreciation allowed regulated utilities. 
Prior to this Act there were an increasing number of regulated utilities shifting 
from straight line depreciation to accelerated depreciation. At the same time 
regulatory agencies, which had previously permitted the tax deferrals to be nor- 
malized, tended to require the flowing-through to the Customers of the tax de- 
ferrals resulting from the use of accelerated depreciation. Later, several regula- 
tory agencies imputed accelerated depreciation In determining the Federal tax 
expense of certain public utlUties and flowed through the resultant fictional tax 
deferrals, even though the utility was using straight line depreciation and was 
paying the greater amount of Federal income tax resulting from the use of the 
straight line method of depreciation. 

Congress "froze" the situation as of August 1, 1969, regarding methods of de- 
preciation by enacting section 167(1) of the Code. The 1969 Act applied the fol- 
lowing rules for depreciation In the case of existing property. 

1. If straight line depreciation was being taken as of August 1, 1968, then no 
faster depreciation is permitted as to that property. 

2. If the taxpayer was taking accelerated depreciation and was "normalizing" 
its deferred taxes, as of August 1, 1969, then It must shift to the straight line 
method unless it continues to normalize as to that property. 

3. If the taxpayer was taking accelerated depreciation and flowing through 
the benefits of the deferred taxes to its customers as of August 1, 1969, then the 
taxpayer would continue to do so, unless the appropriate regulatory agency per- 
mits a change to normalize as to that property. 

In the case of new property placed in service after 1969, if the taxpayer was 
flowing-through to its customers the benefits of deferred taxes, then it would 
stay on accelerated depreciation and flow-through unless the regulatory agency 
permits it to change to normalization. In all other cases accelerated depreciation 
Is permitted only if the taxpayer normalizes the deferred taxes. The taxpayer is 
also permitted to elect straight line depreciation as to this new property. 
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The question presented whether the taxpayer will remain eligible for: (1) ac- 
celerated depreciation under section 167(i> of the Code; (2) depreciation based 
on the CLADR system for po8t-1970 public utIUty property; and (3) depreciation 
based on CL system for pre-lOd public utility property cannot be answered until 
it Is determined whether the average annual adjustment method required by the 
Commission is a proper normalization method of accounting as defined by section 
1.167(1;-1(h) (IMi) of the regulaUons. 

Under the Commission's average annual adjustment method, which takes Into 
consideration both pre-l&JO public utility property and post-1969 public utility 
pwiperty, the additional reserve for deferred taxes determined over the three 
years succeeding each test year was not computed by using the same method of 
depreciation as was used for the tax expense for purposes of establishing cost 
of service for ratemaking purposes. The decreased tax expense that was substi- 
tuted in the cost of service for ratemaking purposes was computed by applying 
a net-to-gross multiplier to the recomputed net operating income. We believe this 
method of computing tax expense is in conflict with sections 1.167(1)-1(h) (1) (i) 
and 1.167(1)-1(h) (4) (11) of the regulations and is not considered a proper 
normalization method of accounting. 

Further, the deduction from the rate base of the simple average of the test year 
and the succeeding three year estimated and actual reserve for deferred taxes 
for both pre-1970 public utility property and post-1969 public utility property, 
exceeds the permissible exclusion from the rate base as allowed under section 
1.167(l)-l(h)(6)(i) of the regulations, described in section 1.167(l)-l(h) (6) 
(11), and the examples set forth in section 1.167(l)-l(h) (6) (Iv). 

The Commission established rates with respect to each of the three test years 
using actual deferred tax reserve figures for the years 1973, 1974 and 1975 to 
determine the amount of the exclusion from the rate base under its average 
annual adjustment method while all related factors were frozen at the estimated 
levels. We believe that the use of the actual deferred tax reserve In conjunction 
with the estimated tax expense is inconsistent with sections 1.167(l)-l(h) (1) (i), 
(ili) and 1.167(l)-l(h) (2) (i) of the regulations. Under these sections of the 
regulations the reserve for deferred taxes that is deducted from the adjusted rate 
base has to be the same deferred portion of the tax expense as described In these 
sections of the regulations. If such consistency is absent, the exclusion of the 
actual reserve will be prohibited by section 1.167(l)-l(h) (6) (i). 

The election of the CLADR system under section 1.167(a)-ll(b) (6) (11) of the 
regulations, pertaining to post-1970 public utility property, and the continued 
elective use of this system are conditioned upon the taxpayer following the 
normalization method of accounting as provided under section 167(1) (3) (G) of 
the Code and section 1.167(1)-1(h) (1) (1). We l)elieve the reserve for deferred 
taxes that Is determined over the test year and the succeeding three year period, 
and includes the tax deferral as determined under section l.ie7(a)-ll(b) (6) (Hi) 
that is deducted from the rate base, exceeds the permissible exclusion from the 
rate base as allowed under section 1.167 (l)-l(h) (6). 

The election of the CL system under section 1.167(a)-12(a) (4) (ill) of the 
regulations pertaining to pre-1971 public utility property, and the continued 
elective use of this system, is conditioned upon the taxpayer following the 
normalization method of accounting within the meaning of section 167(1) (3) (G) 
of the Code and section 1.167(l)-l(h) (1) (1). We believe the entire reserve for 
deferred taxes that Is determined over the test year and the succeeding three year 
period, that also includes the tax deferral as determined under section 1.167 (a)- 
12(a) (4) (111) exceeds the permissible exclusion from the rate base as allowed 
under section 1.167(l)-l(h) (6). 

Failure to normalize properly the deferral of the tax expense as determined 
under section 1.167(a)-ll(b) (6) (Hi) of the regulations pertaining to the elective 
use of the CLADR system, and under section 1.167(a)-12(a) (4) (ill) pertaining 
to the elective use the CL system, will result in the termination of the election 
of the CLADR system and the CL system at the beginning of the taxable year 
for which taxpayer falls to properly normalize the tax deferral. 

There is a question in regard to the treatment of the Commission's Imputed 
flow-through of the 1968 and 1969 vintage plant additions to determine tax 
expense for the three test years to establish the cost of service for rate-making 
purposes and whether such treatment oonfllets with taxpayer's eligibility to use 
accelerated depreciation and the normalization method of accounting with respect 
to its post-1969 public utility property. The Tax Reform Act of 1969 recognized 
such a problem existed. To remedy this trend to accelerated depreciation and 
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flow-through whether Imputed, or otherwise, Congress froze the situation as of 
August 1. rJ69, regarding methods of depreciation by enacting section 107(1) of 
tho Code. Implementing regulations were published. Regardless of what went on 
before this date if the public utility used straight line depreciation for its pre- 
1010 public utility property, it would make a timely election to apply accelerated 
depreciation to its post-lSX© public utility property, provided it uses the normali- 
zation method of accounting. The taxpayer in this case made a timely election 
to apply accelerated depreciation to his post-1969 public utility property in 
accordance with .section 167(1) (2) (B) of the Code and section 1.167(l)-Ud) 
(2)(ii) of the regulations. The continued use of accelerated depreciation Is 
dependent upon the taxpayer following the normalization method of accounting 
as to its post-1969 public utility property and is not affected by the Commission's 
use of imputed flow-thnough as to pre-1910 vintage plant additions. 

There also is a question in regard to the Commission's imputed flow-through of 
accelerated depreciation with respect to the 1968 and 1969 vintage plant additions 
affecting taxpayer's continued eligibility to use the CL system for these plant 
additions. The use of the CL system under section 1.167(a)-12(a) (4) (iil) of the 
regulations is only concerned with the normalization of the tax deferral resulting 
from the use of the shorter lives under this system. The Commission's use of 
imputed flow-through for the 1968 and 1969 vintage plant additions does not affect 
the normalization of the tax deferral under the CL system. 

A schedule submitted by the taxpayer, dated March 7, 1978, showed that 
its depreciation expense. Federal income tax expense (normalized), average 
rate base and average reserve for deferred taxes increased, along with the 
addition of plant facilities over a period of 5 years (1973-1977 inclusive). 

AVe believe the Commission's average annual adjustment method is a method 
to flow-through to the consumer in the form of lower rates a part of the reserve 
for deferred taxes. This does not appear to he what Congress Intended by its 
enactment of section 167(1) of the Code. The General Explanation of the T.ix 
Reform Act of 1969 prepared by the staff of the Joint Committee on Internal 
Revenue Taxation states at 162 that the Act does not change the power of the 
regulatory agencies in the case of normalization to exclude the normalization 
reserve from the rate base upon which the agency computes the company's 
rate of return. Further, at 163, it states that taxpayer is not treated as nor- 
malizing unless the entire deferral of taxes resulting from the difference be- 
tween (a) and depreciation method used In the regulated books of account and 
(b) the accelerated depreciation method used on the return is normalized. 

The use of accelerated depreciation along with tie normalization method 
of accounting results in a tax deferral and not a tax forgiveness. Over the life 
of any given vintage projierty there is no tax savings. The excess of normalized 
tax allowance over the actual tax is charged to tax expense and credited to a 
reserve for deferred taxes. Subsequently, In later years when the actual tax 
expense exceeds the tax expense calculated under the straight Hue method, the 
excess of the actual tax over the normalized tax is credited to the actual tax 
expanse thus increasing income subject to tax. The reserve for deferred taxes 
will be written off by equivalent debits. 

Accordingly, based on the facts as submitted, we believe that the Commission's 
annual average adjustment method is not a proper normalization method of 
accountng as defined \inder section l.]67(l)-l(h) (1) (i) of the regulations. 
Therefore, should the Commission's Decision No. X become final the taxpayer 
would no longer be eligible to use an accelerated method of depreciation to 
compute Its Federal income tax liability, but would be required to use a straight 
line method of depreciation. Additionally, the Commission's imputed flow-through 
of the 1968 and 1969 vintage plant additions will not be cause for the taxpayer 
being ineligible to use an accelerated method of depreciation along with the 
proper normalization method of accounting as to its post-1069 public utility 
property. The taxpayer made a timely election to u.se an accelerated method 
of depreciation and the election is applicable only to Its po8t-1969 public utility 
property. 

Should the Commission amend Its Decision No. X to eliminate the simple 
averaging of the test year and the succeeding three years to compute the re- 
-serve for deferred taxes, we believe that it would then have to use either the 
estimated reserve for deferred taxes In conjunction with the estimated tax ex- 
pense used for the purpose of establishing cost of service for ratemaking pur- 
poses, or It would have to use the actual reserve for deferred taxes In conjnnc- 
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tion with the actual tax expense used for the purpose Of establishing cost of 
service for ratemaklug purposes. A larger reserve deducted from the rate base 
without consistency In computing tax expense would not be considered to be 
a proper normalization method of accounting and would be in excess of the 
amount as permitted by the regulations. Therefore, the taxi)ayer would no 
longer be eligible to use an accelerated method of depreciation to compute Its 
Federal income tax liability but would be required to use th estraight line 
method of depreciation. 

Should the Commission's Decision No. X become final, we further believe that 
the amount of the reserve for deferred taxes that includes the amount based 
on CLADR system property and the CL system property and that is deducted 
from the rate base would l>e In excess of the amount that Is permissible under 
section l.l(>7(l)-(h) ((5) of tlie regulatiiins. Therefore, the taxija.ver would 
not be considered to be using a proper normalization method of accounting. The 
failure to follow properly the normalized method of accounting will result in 
the termination of the election of both the CLADR system and the CL system 
at tlie beginning of the taxable year for which taxpayer fails to normalize 
properly such tax deferral. Additionally, the imputed flow-through of the 1968 
and 1969 vintage plant additions will not affect the taxpayer's eligibility with 
respect to the use of the CL systpin for its pre-1071 public utility property so 
long as it complies with the requirements of section 1.167(a)-12(a) (4) (ill) 
of the regulations. 

Very truly yours. 
GEOFFREY J. TAYLOR, 

Chief, Engineering and Valuation Branch. 

Index No. 0046.01-00. 
JULY 27, 1978. 

Taxpayer—Pacific Telephone & Telegraph Co. 
State—CaUfornia. 
Commission—California Public Utility Commission. 
Parent—American Telephone & Telegraph Co. 
Representative—Caplin & Drysdale. 
Decision No. X—87838, September 13,1977. 

DEAR MR. DALENBERO: This letter supplements ours of June 8, 1978, In which 
we responded to your ruling request dated September 29, 1977, as supplemented, 
and filed on your behalf by the representative of your company. 

You requested a ruling whether your company (the taxpayer) will remain 
eligible for: (1) accelerated depreciation under section 167(1) of the Internal 
Revenue Code of 1954; (2) depreciation based on Class Lives Asset Deprecia- 
tion Range (CLADR) system for post-1970 public utility property; (3) depre- 
ciation based on the Class Life (CL) system for pre-1971 public utility property 
(1968 and 1969 vintage accounts) ; and (4) the investment tax credit should 
Decision No. X of the Commission become final. 

By letter dated December 22. 1977, you formally requested that the Issues 
be separated and the first three issues answered first and the investment tax 
credit issue responded to at a later date. The reason for this was that there 
were final regulations covering section 107(1) of the Code but there were no 
final regulations for section 46(f). Based on your request, we replied to the 
first three issues in our ruling letter of June 8, 1978, and are now replying to 
the investment tax credit issue in this letter. 

There are no final regulations covering your investment credit issue under sec- 
tion 46(f) of the Internal Revenue Code of 1954. However, Rev. Proc. 72-3,1972-1 
C.B, 688, sets out the conditions under which consideration will be given to the 
issuance of rulings in advance of the adoption of final regulations. This proce- 
dure provides in part that If an inquiry presents an issue on which the answer 
seems to be clear from the application of the provisions of the statute to the facts 
described, a ruling will be issued In accordance with specific procedures. This is 
considered to be such a ruling. 

Finding 3 of the Commission's Decision No. X provides for a method of nor- 
malizing the tax deferral resulting from the difference between computing Fed- 
eral income taxes using straight line depreciation exi)ense used for ratemalting 
purposas and accelerated depreciation expense used for actual Federal income 
taxes. Our letter of June 8, 1978, dealt with this finding. 
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Finding 4 of the Commission's Decision No. X provides that the Commlssiou 
shall make an adjustment prior to the end of each calendar year (or as soon 
thereafter as possible) for the rates to be set beginning January 1 of the next 
calendar year talcing into account at that time the growth in the amount of in- 
vestment tax credit estimated for the next Immediate future calendar year as 
compared to the last year (or last preceding year), and recomputing Federal 
income tax expense and gross revenue requirements based on that new estimate 
for each year between rate cases. The Commission contends that this method 
complies with the requirements of ratable (service life) flow-through selected by 
the utility under section 46(f) (2) of the Code. 

Finding 5 of the Commission's Decision No. X provides that the methods de- 
scribed in Findings 3 and 4 are an attempt to more accurately reflect on rates the 
abnormal growth in depreciation and investment credit tax reserves compared 
to the other components of cost of service used In computing rates. 

Finding 6 of the Commission's Decision No. X provides that the methods 
adopted In Decision No. X, as described in Findings 3 and 4, comply with the 
mandate of the California Supreme Court as set forth In City of ho» Angelet 
V. Publio Vtmties Commission (1976) 16 C 3d 680. 

Pacific has made a timely election to be governed by section 46(f) (2) of the 
Code In Its accounting treatment of the Investment tax credit for ratemaking 
purposes. Therefore, It Is of vital concern to Pacific to know whether the spe- 
cific ratemaking treatment ordered by Decision No. X Is consistent with the re- 
quirements of section 4e(f) (2) of the Code In order that the Investment tax credit 
not be disallowed should Decision No. X become final. 

You have explained that the ratemaking treatment of investment credit con- 
tained in the Commission's Decision No. X involve the following steps for each 
of the test years and subsequent years until the next rate case Involving a new 
test year. 

First, tax expense in cost of service was reduced by ratable amounts of the 
aggregate investment credit that had been allowed for the years up through 
the test year. The depreciation expense in cost of service Included depreciation 
on the Investment In the property that had generated the credit (without any 
reduction In the basis of the property by any portion of the credit) and the rate 
base also included such property Investment (unreduced by the credit). 

Second, at the beginning of the year following the test year, the credit pro- 
duced by additional investment in property for that coming year was determined. 
(In the case of future years, these amounts were estimated.) Cost of service as 
determined for the test year was then further reduced by a ratable amount of 
such credit; the net revenue requirement for the year following the test year was 
reduced dollar-for-doUar by that further reduction In cost of service; and rates 
were reduced for such following year on the basis of the reduction In gross 
revenue requirement determined by multiplying the net revenue requirement 
reduction by a net to gross multiplier. 

Third, the process described in the second step was repeated for each succeed- 
ing year until the next rate case, which involved a new test year. 

As explained further, the significant features of these three steps from the 
standiKiint of section 46(f) (2) of the Code are the differences between the treat- 
ment of the credit for the test year In the first step and the treatment of the 
credit In the second and third steps for years following the test year. In the first 
step, the only credit that was used to reduce cost of service was a ratable por- 
tion of the credit resulting from property investment that had been included 
(unreduced by the credit) both in rate base and in the basis from which the 
depreciation expense In cost of service was determined. Therefore, rate base 
was not reduced within the meaning of section 46(f) (2) (B) by any portion of 
the allowable credit that was used to reduce cost of service under section 46(f) 
(2) (A). Also, cost of service was reduced under section 46(f) (2) (A) only by a 
ratable portion of the credit. Cost of service was not reduced further by reduced 
depreciation expense since the depreciation basis included the totnl Investment In 
the property (unreduced by the credit) that generated such credit. 

By contrast, in the second and third steps, you have explained that rates were 
recomputed for each coming year by the lone adjustment resulting from includ- 
ing a ratable portion of the coming year's credit in the reduction of cost of 
service. Although your net Investment and depreciation expense thereon were 
increasing in each year affected by Decision No. X, no adjustment to rates was 
made to reflect the net Increase In rate base, or the net Increase to the basis 
used to determine depreciation expense, due to the investment in the qualified 
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property that gave rise to the credit. This net increase in investment was totally 
excluded in determining rate base and depreciation expense in each year follow- 
ing the test year. Therefore, you contend that there was in effect, a further 
reduction in rates through a reduction to rate based by reason of the credit 
and a reduction to depreciation expense (as well as a reduction of tax expense 
by reason of the credit) in each such year. 

Pacific is concerned that the treatment of the credit for the years following 
the test years in the second and third steps does not conform to the requirements 
of either subparagraph (A) or subparagraph (B) of section 46(f) (2) of the 
Code. This concern arises because subparagraph (A) can be interpreted to mean 
that cost of service has been reduced by more than a ratable portion of the credit 
If, in addition to the reduction to cost of service by a ratable portion of the credit, 
depreciation expense has also been reduced because the property investment 
which produced the credit has not been used to reflect a net increase in the basis 
used to determine depreciation expense. Additionally, Pacific is concerned be- 
cause subparagraph (B) can be interpreted to mean that there has been a reduc- 
tion to rate base by reason of the credit If the qualified property, which generated 
the credit used to determine the ratable reduction in cost of service under sub- 
paragraph (A), Is not Included in rate base to the extent such projjerty repre- 
sents a net increase in rate base. 

Section 4e(f) (2) of the Code provides that If the taxpayer makes an election 
under this paragraph within 90 days after the date of the enactment of this para- 
graph in the manner prescribed by the Secretary, section 46(f) (1) shall not 
apply, but no credit shall be allowed by stction 38 with resi)ect to any property 
described in section 50 which is public utility property of the taxpayer— 

(A) If the taxpayers' cost of service, for ratemalcing purposes or in its regu- 
lated books of account, is reduced by more than a ratable portion of the credit 
allowable by section 38, or 

(B) If the base to which the taxpayer's rate of return for ratemaking purposes 
is applied is reduced by reason of any portion of the credit allowable by section 
38. 

Section 46(f) (6) of the Code provides that for purposes of determining ratable 
restorations to rate base under section 46(f) (1) and for purposes of determining 
ratable portions under section 46(f) (2) (A), the period of time used in computing 
depreciation expense for purposes of reflecting operating results in the taxpayer's 
regulated books of account shall be used. 

Section 12.3(a) of the Temporary Income Tax Regulations provides that a 
public utility may make one of two elections under section 46(f) of the Code 
(section 46 (f) (1) or (2)) with respect to the method of accounting for the invest- 
ment credit for public utility property for ratemaking purposes. A public utility 
with public utility property to which section 167(1) (2) (C) applies has an addi- 
tional option of a third election, section 46(f) (3). If an election under section 
46(f) (1), (2), or (3) is made, it is irrevocable. If no election Is made, section 
46(f) (1) applies as If the taxpayer had elected to have the provisions of section 
4e(f) (1) apply. 

The language of section 46(f)(2) of the Code demonstrates the Integrated 
nature of the conditions .set forth In subparagraphs (A) and (B) that will result 
In the disallowance of the credit If not avoided. In each subparagraph, the term 
"credit allowable" is used to describe that which may not be used to reduce cost 
of service faster than ratably as well as that which may not be used to reduce 
rate base in any manner. Thus, subparagraph (B), in prohibiting a reduction In 
rate base "by reason of any portion of the credit allowable," and subparagraph 
(A), in limiting the reduction in cost of service to not more than "a ratable por- 
tion of the credit allowable," indicate that any credit, a ratable portion of which 
is used to reduce cost of service, must be Included In rate base in order that there 
be no reduction In rate l)a.se as Is required by sul)paraKraph (B). 

Additionally, the following House and Senate Committee Reports clarify that 
compliance with both subparagraphs (A) and (B) of section 46(f) (2) of the 
Code is to be determined by reference to "any accounting treatment" that can 
effect a reduction in cost of service or a reduction In rate base. 

The language of the Commitee Reports is as follows: 
In determining whether or to what extent a credit reduces cost of service. 

I.e., has been flowed through to income, reference Is to be made to any ac- 
counting treatment that can affect cost of service. One usual method of flow- 
ing through the investment credit is to reduce the amoimt of Federal income tax 
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taken Into account. Another method of flowing through the Investment credit 
1B to reduce, by the amount of the credit, the depreciable basis of the property 
on the regulated books of account. 

In determining whether or to what extent a credit has been used to reduce 
the rate base, reference is to be made to any accounting treatment that can 
affect the company's permitted profit on investment. . . . H.R. Rep. No. 92-583, 
92nd Cong., 1st Sess., at 26 (1971) ; S. Rep. No. 92-437, 92nd Cong., 1st Sess., 
at 39 (1971). 

With respect to the reduction in cost of service governed by section 46(f) (2) 
(A) of the Code, the above Committee Reports note at least two methods by 
which cost of service can be reduced for ratemaking purposes: (1) the usual 
method of reduciuK the Federal income tax element in cost of service, and (2) 
an alternative method of reducing the depreciation expense element in cost of 
service by not including the investment credit in depreciable basis. It follows, 
therefore, that the use of more than one method to reduce cost of service would 
cause an aggregate reduction that could exceed the "ratable portion of the credit 
allowable" that is permitted under section 46(f) (2) (A). 

Under the facts you have presented and our understanding of the ratemak- 
ing treatment of the investment tax credit prescribed in the Commission's De- 
cision No. X for the years subsequent to the test year, there could be, in effect, a 
reduction In Pacific's cost of service for ratemaking purposes by more than a 
ratable portion of the credit and a reduction in Its rate base by reason of a por- 
tion or all of the credit. 

For the test year, under Decision No. X, tax expense in cost of service was re- 
duced by ratable amounts of the aggregate investment credit that had been al- 
lowed for the years up through the test year. Such treatment would be consistent 
with the requirement of section 46(f) (2) (A) of the Code to avoid disallowance 
of the credit. The rate base Included the qualified property Investment (unreduced 
by the credit) that had generated the credit. Also, the depreciation expense in 
cost of service Included depreciation on the qualified property investment (which 
had generated the credit) without any reduction in the depreciation basis of the 
property by any portion of the credit. Such treatment would be consistent with 
the requirement of section 46(f) (2) (B) that the rate base not be reduced by any 
portion of the credit allowable. 

For the annual adjustment of rates after the test year, the application of De- 
cision No. X requires an annual recalculation of the ratable portion of the invest- 
ment tax credit (for reduction of the cost of service) to reflect anticipated invest- 
ments in new property. There is no indication that this annual adjustment of 
rates (to reduce cost of service by a ratable portion of the credit allowable on 
anticipated new investment) also includes an adjustment to rate base, depre- 
ciation expense, or other cost of service factors to reflect the resulting net in- 
crease of anticipated new investments over retirements from the rate base and 
depreciation base. 

By not including an adjustment to rate base to reflect the net increase as a 
result of the anticipated new investments, the rate base will have been effec- 
tively reduced by reason of the credit generated by such new Investments. There- 
fore, the failure to adjust the rate base to reflect the net increase as a result of 
the anticipated new investments would be in violation of section 46(f) (2) (B) of 
the Code because the rate base would be reduced by reason of the credit generated 
by the new investments. Further, by using an accounting treatment that doe.«i 
not Include an adjustment to depreciation expense to reflect the net Increase In 
the depreciation base from anticipated new investments that generated a credit, 
the cost of service would be considered to have been further reduced by reason 
of the credit, in violation of section 46(f) (2) (A) and the intent of Congress 
expressed in the Committee Reports. 

Accordingly, should Decision No. X of the Commission become a final deter- 
mination pursuant to section 4e(f)(4), we believe that its apnllcatlon for the 
adjustment of rates in years subseouent to the test year would be Inconsistent 
with the requirements of section 46(f) (2) of the Code and would result In Pa- 
cific's loss of eligibility for the Investment tax credit under section 38. 

Yours very truly, 
JOHN W. HOLT, 

Director, Corporation Tax DtviHon. 
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ACCELERATED DEPRECIATION 
Sections 167 (1) and (m) 

is«. !6;o)| 
11) RE-IMNASLE AU-OWANCX IN CASE or PROPERTI or CERTAIN OTHJTIES.— 

Il) PRE1970 PfBUC I.TIUTV PROPERTY — 
(\)  IN CESERAU-In Ih. MS. Of «» prcl970 publk lilillty P"5'«5'.J»'« '"» 

-rciwnable »llo«»Me- « us«J in lubsrtlion («) mnn« w allowanc. cumpulrf unaer— 

(i) a subsK-.ion (I) melhod, or 
Hi) ihe applicible 1963 melhod ior luch proptny. 

Exctpl ai providrf in iubparajraph iB), clau« (ii) ih.ll apply only if ihe t«p.y« <M> • 
normtlizaLion meiiiod of accountioi- 

iB) FLOW.THROUCH METHOD or ACCOU>mNC IN CERT.MN CA«f--J» '^'"^.^ 
any pr..l970 public uiiliiy p«p««y. the laxpav.r .-nay u« ihe apphabl. 1968 method Ior 

such pfopgny if— 

(i) the ta.xpiyer UMKJ a nou'-ihTuugh mcthi<l of iccouniinf fut luch prupcny fuf iu 
July 1969 accvuniing period.or 

riif the Tirst »cct>uniin| pcriud with respect lo such property is iiier the July 1969 
sccuuniinK pcnoU. and the taxpayer u>cd a noM--thruut;b mcthud of accounting for its July 
1909 at^countinf period fur the pruperiy on the haiis of which the applicable 1968 meihgd 
fur :he pruperty in quesuun is established. 

(2) POST-1969 PUHUC fnUTv* fROPEKT^v—In the ca*e of any post-1969 public utility 
prupcrty, ihe term "rcaMinable alUwancc" as usvd in >ub>cctHia (a) means an allu^mncc computed 
under— 

(A) a subsection (1) rmrthod, 
(B> a meihud otherwise alluwablc under this «ecnun if ihc laxpuycr uaes a nurmalitatioa 

method of iccuunlinf. or 
lO the applicable 1968 method, if, with respect to its pre-1970 public utility proficrty of 

the same (or similar) kind most recently placed in scr^'ice, '.he taxpayer used a flow-ihrouth 
method of accuuntin^ for its July 1969 accouniini pertod. 
(3) DEFINmoNS.—For purposes of this subsection— 

(A) PUBLIC UTIUTY PROPEKTY—The term "public uiifity prupcrty" meant pruficny 
used predominsnily in the trade or business of the furnuhin( or sale of— 

(i) electrical energy, water, or sewage dUpu>Al services, 

(ii) Its or steam through a local distribution system. 
(iii) telephone services, or other communication services if furnished or sold by the 

Communications Satellite Corporation for purposes authorized by the Communicati«fts 
Satellite Act of 1962 (47 U. S. C. 701). or 

(iv) transportation of gas or steam by pipeline, 
if the rates for such furnishing or sale, as the ca>« may be, ha\-e hern e9tabli*hed or approv'cd 
by a State or political lubdinsion thereof, by my agency ur instrunrHrnuliiy uf the L'nitrd 
Slates, or by a putrlic ser%*ice or public utility rommi»ston ur other similar hudy of any State ur 
political subdivision thereof. 

(B) PKE-1970 PUBUC tmuTY PROPERTY—The term '*pre-I970 public utility 
property** means prupcrty which was public utility prupcrty in the hands of any person at any 
time before January 1, 1970. 

(C) PosT-1969 PUBLIC imLmr PROPERTY—The term ••postl969 public utility 
property'* means any public utility property which is not pre-1970 public utility property. 

(0) APPUC\8L£ 196S Mrmoo—The vterm "applicable 1968 method'* means. «ith 
respect lo any public utility property— 

(i) the method of depreciation used on a return with resperi to such prvperiy (or the 
latest luable year for which a return was nied before August I. 1969. 

(ii) if clause (i) does not apply, the method used by the taxpayer on a return for the 
latest ta.table year for which a mum u-aa filed before .\ugu5t 1. 1969. with respect lo iu 
public utility pruperty of the wme lind lor if ihere is no proferty of the same kind, 
pruperty of the most similar kind) most recently placed in »e^^'ice. or 

(lii)if neither clause (i) nor (ii) applies, a suhsertion (I) method. 
In the ci.>e of any fcction 1250 propcry lo nhich *ubKCtivn fj) applies, the term "applicjble 
1963  method"  means the method permuted under *uh!-ection (j) which  is  mo«   nearly 
comparable to the applicable I96S method determined -jnder the preieding leniencc. 

tE) A?PUC\8L£ 1968 METHOD IN CERTAIN C^tSES.—If the taspayer evidenced the 
intent lo u»« a method of depreciation (other than its applicable 19^ met.hud or a !'u^>^c\lton 
(1) method) with respect to any public utility property m a timeiy application for change of 
accounting method filed before August 1, 1969, or in the computation of iu tax et^penfe for 
purposes of ren<e;ing operating results in its regulated Nwiks of iccouni for its luly 1969 
accounting period, such other method shall Se deemed lo be its applicable I96S method with 
respect to *.uch property and public utility property of the same tor similar) kind >uOf<quvnily 
placed in jerwnce. 

iH St,'»^ECnON {11 METHOD—TJie term *'*ub*<ciion vll meihud** means any method 
dc'.ermmed by -.he Secreiarv to result in a reasonable aJtowancc under jun^TCiion *ai. other 

5U-513   0-80 
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than (i> a •IccbntnK halanrc mcihoH. lii) ihc ^um of ihc ycsf-diqit* riH-ihtMj. ur (tii) any other 
incihnj jIUiwjble wicly by rcaton of the ajjpticaoon of %uh><cti<ui (bX4>or (j)(l)(0- 

(C) SORMALIZ-^TION METHOD OF VCCOUNTINC —In ufdiT lo u« a nurmaliutHMI 
method of accnuniinf with miKct luany puhtic utility property— 

(i) the taxjiaxYr muit use ittc ^imv mcthiNl of ilcprL-ciaiton to compute both its lai 
cxpcn«c artU its Hcpfwiaii"»o Mpin>e Ti>rpurtHises of tsi3bli\hin< its cv*t of.RTvke for 
ratcmakifi; purpuH-s ;iruJ for rcHcctini operating results in ilt rcKulatcd honks of acrount. 
and 

Iti) if. to compute its allowance for depreciation under this Miciiun, it uses a method 
of depreciation uthcr than the method it used for ihc pur|j«r»es dcNCrihcd in cljuitc (•), the 
tj^^tayx-r muu mnke ;idjusiments to a rctcrv-e to rcflvct ihe deferral ^if taxes resulting 
frtim the u>e frf >uch diifrrent methods of depreciation. 

(H) FLO*' THKOtCII METHOD or ACrot'vnNC—The taxpayer UK-d a "flowthrousfa 
method (if accouniinf" with ropcct to any public utility pruinrrty if it UM*d the simc method 
of depreciutiun (other than a >uhi«riiun (I) methud) lorumpote its all<twance for lU-prcciaiiun 
under this Mrctiun and torumpuic ii> lax expense for purpuMrs iif reflt-cting >>per.-iiin( results in 
its reculatcd huoks of account. 

(1) JULY 1909 ACCOCNTINC PERIOD—The icrm "July 1969 accounting jwriod" mcani 
the taxpayer's latest accountinif (leriud ending hefure August 1, 1969, fur which it computed 
its tax expense for purpusvl of rvflcclin^ operating rc<ult^ in its regulated books of account. 

For purposes of this paragraph, different declining balance rates shall he treated as different 
mvthutJs of depreciation. 

(4) SPECIAL RtJLES AS TO FLOwTriKoucii METHOD.— 
(A) ELECTION AS TO NEW PROPERTY REPRF^SENTINC <;Rowni IN CAPAcrrv.—Ifihe 

laxpayer malces an election under this «uhi«ragraph hcftrre June 29. IV70, in the manner 
prescribed by the Secretary, in the cm of taxable years U-iftnning after December 31. 1970. 
paragraph (2>iC) shall not apply with respect to any pust-IVb9 public utility property, lo the 
extent that such property cumtitulcs property which incrcatcs the productive or o|ierational 
capucity of the taipaycr wiih rrs[K-ci to the (uod« <ir M:rvice) >le>crihcd in paragraph (3)(A) 
and docs not represent the replacement of e\i>i ing capacity. 

<&) CERTAIN PENDING APPLICATIONS FOR CHANCES IN METHOD—In applying 
paragraph (IVB), the taxpayer fhall be deemed to have uwd a fltm-thrnugh method of 
accounting For its July 1969 accounting period with resjvct lo any pre-1970 public utility 
property for which it filed a timely applicatiun for change of acDHinting method Itefore August 
1, 1969, if with respect to public utility property of the ume (or similar) kind must recently 
placed in «ccvice. it ured a flou-through method of accounting for its July 1969 accounting 
period. 

15) REORGANIZATIONS, ASSETS 4CQUISITTONS. ETC.—If by re^on of a corporate 
reorganiiation, by reafon of any other acquisition <^ the assets of one taxpayer by another 
ta\payer. by reason of the fact that any trade or business of the taifiayer is subject to ratcmaking 
by mure than one b«)dy, or by reason of other circumstances, the ipplicaiiun of any pro%-isions of 
ihis >ubkectiun to any public utility properly does not cirry out the purpuws of this tubsrction. the 
Secretary ^hall pruvidc by regulations for the application of ^uch pro\'isiuns in a manner consistent 
with the pur(K»n of this subscciiun. 

|*)la)CLA.<Q Lives.— 

'(t) IN CENERAI-—In the caw of a taxpayer who has made an election under ihi* «ubM<tiun 
for the laxabk year, the term "reasonable allowance" 

as used in subsection (a) means (with respect to property which is placed in service during the 
taxable year and which is included in any class for which a class life has been preKribcd) unly aa 
illowance based on the class life prescribed by the Secretary which rea«onably reflects the 
anticipated useful life of that class of property to the industry or other group. The alluwancc so 
prescribed may (under regulations prescribed by the Secretary) permit a variance from any class 
life by not more than 20 percent (rounded lo the nearest half year) of i^uch life. 

(2) CERTAIN FIRST-YEAR CONVENTIONS NOT PER.MITTED.—No cun\xnt>on with respect 
to the time at which assets are deemed plated in service shall be permitted under this section 
which generally wtjuld provide greater depreciation allowances during the taxable year in which 
the assets are placed in fcr\-icc than -A-ould be permitted if all as>cts were placed in t«r>ice ratably 
throughout the year and if deprcctation allowances were computed without regard to Any 
convention. 

(3) MAKING OF F.LECT10N.—An election under this 'uh«ectinn fur any taxable >C3r shall be 
nude at lurh lime, in luch manner, and «ubjea to *uch r<>nditions as may he prescribed by the 
Secretary by rcguUtiunft. 
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INVESTMENT CREDIT 
Section 46 (f) 

lSec4fl<0) 
ni(0 LIMITATION INCASCI^CERTAJN REGULATED COMPANIES.— 

IMTupirvn •!!• u« lubJKt t* iht ^niuiiin of C«de Stc      1971 « by Sec roVe) of ihc Ro.nwc Aci if I9&4 Sc« ika 
46(0 arc MM c«»«nd by Sec. 101(c) «f ibt Revenue .\a of      uxndaiory notes fvi>^>nt Cudc ^ 46(0 —CCH. 

(1) GENERAL RULE.—Cicepi as otherwise provided in ihis lubKCtion. no credit ihall bt 
Allowed by section 38 with respect to iny property dcKribed in section 50 which is public utility 
property (is deHned in ptrtgraph (5)} of the lazpsyer— 

(A) COST OF SERVICE REDUCTION.—If the uxp«yer*i cost of service for ratcmakinf 
purposes is reduced by reason of my portioa of the credit allowable by sccUon 33 (dcicrmincd 
without regard to this subsection); or 

(B). RATE BASE REDCKTHON.—If the base to which the U'payer's rate of return for 
ratemalctni purposes is applied is reduced by reason of any portion of ihe credit allowable by 
section 3S {determined without resard to this subsection). 

Subparafraph <B) shaJI not apply if the reduction in the rate base is restored not less rapidly than 
ratably. If the taxpayer makes in election under this sentence wiihin 90 days after the date of th« 
eaactmeni o( this parafraph in the nunoer prexribed by the Secreury, the immediately 
precedtng senlerKc shall not apply to property described in parafraph (5XB) <f any agency or 
irutrumentality of the United Slates having jurisdiction for ratemaking purposes wiih respect to 
such iazp«yer*s trade or business referred to in paragraph (SXB) determines that the natural 
domestic supply of the product furnished by the tAjcpayer in the course of such trade or busineu ii 
insufficient to meet the present and future requirements of the domestic economy. 

(2) SPECLVL RULE FOR RATABLE FL^W.THROUGH.—If the uxpayer makes an election 
under this paragraph within 90 days after the date of the enactment of this paragraph in th« 
manner prescribed by the Secretary, paragraph <1) shall not apply, but no credit shall be allowed 
by section 38 with respect to any property described in section 50 which is public utility property 
(as defined in paragraph (5)) of the taxpayer— 

(A) COST or SERVICE REDUCTION.—If the laipayer's cost of ser^-ice for ratemaking 
purposes or in its regulated books of account is reduced by more than a ratable portion of th« 
crcdil allowable by section 38 (determined without regard to this subsection), or 

(B) RATE IASE REDUCTION.—If the base to which the taxpayer's rate of return for 
ratemaking purposes is applied is reduced by reason of any portion of the credit aIIo«»able by 
section 38 (determined without regard to this subscctionX 
(3) SPECIAL RULE TOR IMMEDIATE FLOW-TWROUCH IN CERTAIN CASES.—In the case of 

property to which section 167(1X2XQ appTici, if the taxpayer makes an election under thii 
parafraph within 90 days after the dale of the enactment of this paragraph in the manner 
prescribed by the Secrcury, paragraphs (1) and (2) shall not apply to such property. 

(4) UMlTATIOie.— 
(A) (N GENERAL.—The requircmenu of paragraphs (1), (2). and (9) regarding cost c4 

service and rale base ad}ustmenis shall not be applied to public utility property of the 
taxpayer to disallow the credit with respect lo such property before the first final 
determination which is inconsistent with paragraph (1). (2), or ^9) (as the case may be) is pul 
into effect «ith respect to public utility property (to which this fubsection applies) of the 
taxpayer. Thereupon, paragraph (I), (2), or (9) shall apply todi»alIow the credit with re»pect 
to public uttUcy property (to which this subsection applies) placed in service by the 
taxpayer— 

(i) before the date that the Hrst final determination, or a subKqucnt determination, 
which is ifKonsistent with paragraph (1). (2). or (9) (as the case may be) is put into effect, 
and 

(ii) oa or after the date that a determination referred to in clause (i) is put into effect 
and before the date that a subsequent determination thereafter which is consistent with 
paragraph (1), (2), or (9) (as the case may be) is put Into effect. 

(B) DKTF.KMINATIONS.—For purposes of this p^r..|[r,iph. a dcicrminatioa is a 
dcterminatKA made with respect to public utility pr»prrty fio -hich this suhKCtiun applies) 
by a governmental unit, agency, instrumentality, or commis«ion or iimiUr U*fy de»crihcd in 
lulnection (cX3)(B) which determines the effect of the cr<nJii ^llowH by feaion 38 
fdctermined withotH regard to this subsection)— 

(i) on the taxpayer's cost of service or rate base for raii making purimses, or 

(ii) in the case of a laipayer which made an e!»^f:ion un.Jer paragraph (2) or the 
election described in paragraph (9). on the taxpayer's cost of herxire for riicm.iking 
purpocd or in its regulatrd books of account or rate base for ratimaking purptnes. 

(Q St'ECtAL RULES—For purposes of this paragraph— 

(i) a determination is final if all rights lo appeal or to request a review, a rehearing, 
or a rrdctermMiatiun. have Keen exhausted or have lapsed, 

(ii) the first final determinaiion ii ihe fini final determination made after ihe rfau 
of the enactmem of this •tuh««xtion, and 

(lii)  a   subscqitent   determination   is   a   determination   subsequent   to  a   final 
deicrminatiofi. 
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(5) PuBLJC UTILITY PROPERTY —Fof purposes of ihii subicction. ihe term "public utiliiy 
property" means— 

(A) properly which is public uiiliiy proprriy within ihe .ncanini of subsecliun (cX3XBX 
and 

(B) propfriy used predominantly in the trade or business of the furnithins or sate ol (!) 
steam through a local distribution system or (ii) the transportation of gas or steam by pipeline. 
if (he rates for such furnishing or sale are established or approved by a governmental unit, 
agency, instrumentality, or commission described in subsection (cX3XB). 

(6) RATABLE PORTION.—For purposes of determining ratable restorations to base under 
paragraph (1) and for purposes of determining ratable portions under paragraph (2XA). the period 
of time used in computing depreciation expense for purposes of reflecting upcrating resuiu in the 
taApayer's regulated books of account shall be used. 

(7> REOROANIZ-^TIONS. ASSETS ACQUISITIONS, ETC.—If by reason of a corporate 
reorganization, by rea.<«n of any other acquisition of the assets of one taxpa>-er by another 
taxpayer, by reason of the fact that any trade or business of the taxpayer is subject to raiemaking 
by more than one body, or by reason of other circumstances, the application of any provisions <rf 
this subsection to any public utility property does not carry out the purposes of this subsection, the 
Secretary shall provide by regulations for the application of such provisions in a manner consistent 
with the purposes of this subjection. 

( (8) PROHIBITION OF IM.MEDIATE FLOvrrHROUCH.—An election made under paragraph (3) 
shall apply only to the amount of the credit allowable under fcciion 38 with respect to public 
utility property (within the meaning of subsection (aX6XD)) determined as if the Tax Reduaion 
Act of 1975 and the Tax Reform Act of 1976 had not been enacted. .\ny taxpayer who had timely 
made an ckciion under paragraph (3) may, at his own option and without regard to arty 
requirement im^iosed by an agency described in subsection (cX3XB), elea within 90 day« after the 
date of the enactment of the Tax Reduction Act of 1975 (in such manner as the Secretary shall 
preKribe) to have the provisions of paragraph (3) apply with respect lo the amount of the credit 
allowable urider section 38 with resprct to such property which is in evcrss of the amount 
determined under the preceding sentence If ^uch laspayer does not make *uch an election, 
pamgraph (I) or (2) (whichever paragraph is applicable without regard to i.'iis paragraph) shall 
apply to such excess credit, except that if neither paragraph (1) nor (2) ii a;<^licable (without 
regard to this parat,'raph). paragraph (I) shall apply unless (he taxpayer elects (in fuch manner u 
the Secretary ?^hall prescnKe) wiihm SO days after the dale of the enactment lif the Tax Reduction 
.\ct of I97S 10 have the pro%'isions of paragraph (2) apply. The provisions of this paragraph shall 
not be applied to disallow such excess credit before the first final determination «hich is 
inconsistent with such requirements is made, determined in the same manner as under paragraph 
M). 

(9) SPECIAL RULE TOR ADDITIONAL CREDIT.—If the taxpayer makes an election under 
subparagraph (8) of subsection (aX2}, for a taxable year beginning after December 31, I97S, then, 
notwiLhstanding the prior paragraphs of this subsection, no credit shall be allowed by section 38 in 

excess of the amount which would be allowed without regard to the provisions of juhparagraph (B) 
of subvection (a K2) if— 

(A) the taxpayer's cost of service for ratcmaktng juirposes or in its a-gulati-d buoks of 
account is reduced by reason of any portion of <uch credit which results from the transfer of 
employer securities or cash to an employee stock ownership plan which meets the 
requirements of section 301(d) of the Tax Reduction Act of 1975; 

(B) the base to which the taxpayer's rate of return for ratemaking purposes is jpplicd is 
reduced by reason of any portion of such credit which results from a transfer described in 
subparagraph (A) to such employee stock ownership plan; or 

(O any portion of the amount of such credit which results from a transfer described in 
lubparagraph (A) to such employee stock ownership plan is treated for riiemaking purposes in 
any way other than as though it had been contributed by the taxpaj-er's common shareholders. 
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'THE JOHNSON ACT" 

§   1342,      Rate orders of State agencies 

The district courts shall not enjoin, suspend or restrain the opera- 
lion of, or compliance with, any order affecting rales c'hargeable by 
a public utility and made by a State administrative agency or a rate- 
malting body of a State political subdivision, where: 

(1) Jurisdiction is based solely on diversity of citizenship or re- 
pugnance of the order to the Federal Constitution; and, 

(i)  The order does hot interfere with interstate commei-ce;  and, 

(3) The order has been made after reasonable notice'ahd hearing: 
and, 

(4) A'plain, speedy and efficient remedy may be had in the courts 
of such Slate. 

iiine 2$,'l948. c. 846, 62 Stat. 932. 
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DECLARATORY JUDGMENT PROVISIONS 

A. Jvidlcial  Code. 

Section 2201 The Declaratory Judgment Act, with one 
exception for tax exempt organizations, prohibits 
the issviance o£ declaratory judgments with respect 
to tax controversies. 

B. Internal Revenue Code. 

1. Section 7428 is the Revenue Code section referenced 
in Judicial Code Section 2201 which permits organ- 
izations to seek a declaratory judgment relating 
to exempt status in either the U.S. District Court 
for the District of Columbia, the U.S. Tax Court, 
or the U.S. Court of Claims. 

2. There are three other provisions authorizing decla- 
ratory judgments in tax cases. These are in the 
Internal Revenue Code rather than the Judicial 
Code since they provide for judicial seri/ice in the 
U.S. Tax Court. ^^*<c<. 

Section 7476 provides for a declaratory judgment pro- 
cedure for judicial review of determinations relat- 
ing to the qualification of certain retirement plans. 

Section 7477 provides for a declaratory judgment pro- 
cedure for judicial review of determinations relating 
to the transfers of property from the United States 
under Internal Revenue Code Section 367. 

Section 7478 provides for a declaratory judgment pro- 
cedure for judicial review of determinations relating 
to governmental obligations. 
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CHAPTER 151.—DECLARATORY JUDGMENTS 

§ 2301.     Crt-.-ifJon of i-emedy   •   " 
la a case of actual conlroversy within Its jurisdiction, except with re- 

spect to Federal taxes other than actions brought under section 74 28 of 
(h« Internal Revenue Code of 19S4, any court of the United States, upon 
lh» filing of an appropriate pleading, may declare the rights and other 
legal relations of any interested party seeVing such declaration, whether 
or not further relief Is or could be sought. Any such declaration shall 
have the force and effect of a final Judgment or decree and shall be re- 
rlewa1>le as such. '' ^    • •••';      .  • ;. 
As amended Oct. 4. 1976.' Pub.L. 94-45S, Title XIII, t 1306(b)(8), 90 
Stat. 1719. 
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<jJT4i:^   Dccluetory JudRmeuts roUtlne to •tscua anil ebusttloUoa of 
orjeSUl-'.Uocw luidrr i^cMon Ml (c) (!t), etc. 

(a) CrciiUon o( remedy.—In a case of actual contrCTeny InTolTlQs— 
(1)  a determination by the S«cr3tarT— 

(A) with rcapcci to the Inltiii qualification or continuing 
qualUlcailoo of an crEanlratlon a« an organization described 
la tecUon S01(c)(3) which I3 »cmpc from tut usjer eecilon 
SOl(a)  or as an organlmlon described In ccctlon  1TO(0)(!). 

(B) with ru(iect to the Initial classillcitton or continuing 
claisKlealloa of in orcanlrj-.tlon as a private foundation (.la do- 
flaeil In eectlon S09(a)), or 

(C) *tth respect to the Initial clasilflcatloa or continuing 
elaaaltieatlon of an orsanlutlon aa a private operating founda- 
tion (as defined In aectlou 4941(J) (3)), or 

(J) a failure by the Secretary to maie a determination with 
reapect to an l?su« referred loin paragraph (1). 

upon the filing of en appropriate pleadtog, the Uni'td States T»x Court. 
tfee United Statfii Court of C'alrjs, ^r the ilktri :l •••-rrt of '.lie UoUed 
States for the Lilrtrlct cf Columbia may make « d.'Claraiiun with rcpect 
to auch Initial qucllllcallsa '>t fftnilaulng quaiiflutlcn or with respect 
to auch Initial cicsslflcaiiob or eoatlnuing clKrsiflcatlon. Any tuch 
doclaratlon shall have the force and cifect of a dccliilac of the Ttx Court 
or a final Judgment or decree of tht district court cr the Court of Claims, 
ts the c&BO may be, and shall be renewable as such. 

(b) Umltatlons  
(1) Petitioner.—A pleading may be filed under this section only 

by the organization the quallflcaUon cr cUsaincatlon of vblch Is at 
lisue. 

(2) Exluuutlan of iKlmlSlstvattTO remedies.—A de-:!ifatory lodg- 
Dent or decree under this section shall not be Issued In my proceed- 
ing unless the Tax Court, the Court of Claims, or 'Jie district court 
ot the United States for the District of Columtia determines that the 

'. organtiatton Involved haa cxnausted adminUtratlve !:i>ra!idlea avail- 
able to It within the Internal Revenue Service. An organljaUoa 
reQuestlng the determination of an Isiue referred to In subsection (a) 

• (1) shall be deemed to have exhausted Its administrative remedies 
with rcapect to a failure by the Secretarj- to make a detor:olnatloo 
with respect to such Issue at the expiration of 270 dayr aiter the dato 
on which the requeat for such lietermlnatlon was made if the 01^ 
ganlsatlon has taken. In a tltnely manner, all resaonablc steps to se- 
cure auch determination. 

(S) TImo for brlnBlng nctlon tf the Secretary sends by certified 
or registered mail notice of his determination with rciStct to an Is- 
sue referred to In subaoctlon (a)(1) 10 the organlaaiion referred to 
in paragraph (1), no proceeding may be luiUated under this secLon 
by such organization unless the pleading Is filed before the 91st day 
after the date of such mUUog. 

(c)  Validation ot certain cootrlbutloas ma<io dnrfnc pendencj ot pro. 

(1) In cenerM.—If— ,. 
(A) the l&suo rtfeTed to In subsection (a)(1) Involve* IB* 

rerocftlon of a determination that the organization Is described 
In section 170(c)(3). _, ^,    .. 

(B) a proceeding under this secUon la InlUated wltWa IB* 
ttma ptoTldcd by subsection (b) (3), and 

(C) either— 
(I) a decision ot the Tax Court haa become final {wlttla 

the meaning of section 7481), or 
(II) a  Judgment  of  the  district  court   of  the  Tnlted 

States for the District of Columbia has bc«n entered, or 
(HI) a Judgment of the Court of ClsJms has been entered. 

•Bd eueh decision or Judgment, as the case may be, detej^ 
mines that the organization «»a not described In seeUca nO(o) 
(»). 
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than, totwlthBtandlne aaeh decision or Judgment, lueh orKinla^ 
tlOB fhall b« treated u h&rlne been described In section 170(c)(2) 
for purposes of section 170 for the period beelucInK on the dato 
on which the notice of the revocation was published and ending 
on the date on which the court rirst determined in such proceed- 
iDc that the organisation was not described In section 170(c)(3). 

(9) Umltatioo.—Pangraph (1) shall appljr onlf— 
(A) with respect to Individuals, and onir to the extent that 

' the aggregate o( the contributions made by any IndlWduat to or 
(or the use o( the organisation during the period specided la 
paragraph (I) does not exceed 31.000 (tor this purpose treat- 
ing a husband and wire as one contrlbutoi). anu 

(B) with respect to organisations described In section 170(c) 
(3) which are exempt from tax under section (01(a) (tor this 
purpose excluding any such organlza'lon with respect to which 
there Is pending a proceeding to revoke the determination under 
MCUon 170(c) (>)). 

(S) SicepUon.—^Thls subsection shall not apply to any Individual 
who was responsible, la whole or In part, tor the activities (or 
tallores to act) on the part of the organization which were tho 
baaU for tho revocation. 
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^JtTa^   t>«cUrator7 JudcmcnU KUUIIC to quallflratlon o( cerUlB 
retlrSnT^nt pluu 

(a) Creation of remedy.—Is > eiao of aetunl controversy Invoking— 
(1)  a determination by the Seereury with reipcet to the Initial 

auaUflcatloD or conttoulnE quallflcaUon of a retirement plan under 
•ubchaptcr D of chapter 1, or 

(t) a {allure by the Secretary to make a determination wltli »• 
•pact to— 

(A) Buch Initial qunllflcatlon, or 
(B) »uch  continuing qualification  If the controTeny arleat 

from a plan amendment or plan i^rmlnatlcn, 
upon the flUuB of an appropriate pleading, the Tax Court may make 
a declaration with reepecl to such Initial qualiilcation or continuing 
qualification. Any luch declaration shall have the force and effect 
of a decision of the Tax Court and shall be renewable as such. 

(b) UnUtatloDS.— 
(1) FoUUoncr.—A pleading may be filed uiider this section only 

by a petitioner who Is the rsiployer, the plan administrator, an em- 
ployee who has qualified uuusr regulations prescribed by the Secre- 
tary or his delegate as an Interested party for purposes of pursuing 
administrative remedies wlthla the Internal Revenue Service, or the 
Pension Benefit Guaranty Corporation. 

(2) Kotloe.—For purposes of this section, the tiling of a pleading 
by any petitioner may be held by the Tax Court to be premature, 
unless the petllloner estsbllshes to the satisfaction of thJ court that 
he has compiled with the requlremeuts prescribed by regulations 
ot the Seereury with respect to notice to other Interested par^ 
ties of the filing of the request for a determination referred to In 
subsection (a). 

(S) BxhausUon of ndmlnlftratlve remedies,—^The Tax Court shall 
not Issue a declaratory Judgment or decree under this section in 
any proceeding unless It determines that the petitioner has exhausted 
administrative remedies available to him wlttiln the Internal Revenue 
Servira. A petitioner shall not be deemed to have exhausted his 
admii.litratlve remedies with respect to a failure by the Secretary 
to m:.l:e a determination with respect to Initial qualification or con- 
tinuing qualification of a retirement plan before the expiration of 
tlO days after the request for such determination was made. 

(4) Plan  put  Into  effect ^No   proceeding   may be  maintained 
' under this section unless the plan (and. In the case of a controversy 

Involving the continuing qualification of the plan because of an 
amendment to the plan, the amendment) with respect to which a de- 
cision of the Tax Court Is sought has beeu put Into effect before 
the filing of the pleading. A plan or amendment shall not bo treated 
as not being In effect merely because under the plan the funds 
contributed to the plan may be refunded It the plan (or the plan 
as so amendedl Is found to be not qualified. 

(B) Time for brinctcg action.—^If the BscreUry sends by eertUled 
or registered mall notice of his determination with respect to tbe 

qiMUtleaUon ot the plan to the persons referred to In paragraph (1) 
(or, In the case of employees referred to In paragraph (1), to any 
Individual designated under regulations prescribed by the Secre- 
tary as a reprcsenuttlve of such ercployec), no proceeding may be 
IslUatod under this section by any ptreon aniess the pleading Is filed 
before the ninety-first day afler the day after such notice la matlod 
to such person (or to bis designated repreeentatlve. Is the case ot 
an employee), 

<e) Oonunlskloncm,—The chief Judge ot the Tax Court msy Mstgn pro- 
eaedings under this section or section 7<58 to be heard by the eommts- 
•loners of the court, and the court msy authorize a eomntssloner to make 
the decision of the court n-lth respect to such proceeding, subject to sneh 
eoBditlons and review as the court may by rule provide.. 

(d) Betlraenent plan,—For purposes of this section, tho term "retlre- 
BtBt plan" means— 

(1) a pension, protll-sharlng, or stock bonus plaii described In 
•action 401 (a) or a trust which is part ot such a plan, 

(2) an annuity plan described In scctlcn 403(a), or 
(1) a bond purchase plan described is section 405(a), 

{•) Cross ntei-ewx.— 
Bor pn>rl9ions eosc^rrdni; Inttrrsntlon by Pension IScneflt 

Ooanuity CorpomUon and Secrrt/vry of Lnbor in ec'Lins bron>ht 
yJer tills srcUon and rirht cf I'onslon B<.-ncC;t C.mrsnty Oor- 
porcttun to brli:^; action, soo rPcGon S<>61(c) ot mbili^o A of 
tltlu m o{ tlie ii^ployee Hetiiviuont ilneome Socurlty Act ot 
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<»)  CKUlon of reniAdr  
(1) to genw-aJ^Ia a c»» of actual eontrorany lnvol»liie— 

tA) a d«termlDatlaD by the Secretary  
(I) that ao exchaaea described In •«^loa 3S7(a)(l) 

" In purauanee of a plan harlns ai on« of lu principal 
purpoiea the avoidance of Federal Income tajtei. or 

(U) of the terms and condltlom puriuant to which 
«» oehangc deicMbed In Mctlon 387(a)(1) will bo deter- 
DUnM not to be In pursuacce of a plan havinc aa one 
of lU rrlnclpol pu.-poaei the avoidance of Federal Income 
taxei, or 

..'.^' ? f^'"" '"' '*• Secretary to make a determlnaUon 
•« to whether an exchange described In lectlon :67(a)(l) la 
to parjuance of a plan haylne aa one of lu principal piu- 
poeoa the avoidance of Federal Income taxea. '       '^ •> 

tipon Che tlUne of an appropriate pleadtsg, "•* '^*;r T""" may 
make the appropriate declaration referred to In paragraph (2). 
Such declaration ihall have the force and effect of a dedaton of the 
Tax Court and etaall be revlewablc as such. 

(SI) Scope of declaration.—^The declaraUon referred to Is pan^ 
graph (1) shall b»— 

(A) la the ease of a determination referred to In sub- 
patagraph (A) of paragraph (1), whether or not such deter- 
mination Is reasonable, and. if It U not reasonable, a determina- 
tion of the Issue set forth In tubparagraph (A) (U) of paragraph 
(1), and 

(B) In the ease of a failure described In tubparagraph (B) 
•   .        Ot paragraph (1), the determination of the Issues set forth In 

snbparacraph (A) of paragraph (1). 
(b) Ltmltatlons^— 

• (1) PeUtloner.—A pleading may be filed under thU secUon only 
tor a petltlonei' who is a transferor or tranaferee of stock. lecnriUes, 
or property trnnaferred In nn exchange described In section 3S7<a) 
(1). 

(3) Exhaustion of sdmlnistratlve remedies.—The Tax Court . 
•hall not Issue a declaratory Judgment or decree under this section 
to any proceeding unless It determines that the psUtloner ha* 

. ' axhausted adm:nl<itratlT« remedies available to him within the In- 
', tonal Revenue Service. A petitioner shall not be deemed to have 

exhausted hla admlnlstraUve remedies with respect to a talluro by 
the Secretary to mate a detc-rmlsiiUon with respect to whether or 
Bot an exchance described In soctlon 3$7(a)(l) Is in pursuance ot 
a plan having as one of lu principal purposes the avoidance ot 
Federal Income taxes before the expiration of 270 days after the 
requeat tor t jch determination was made. 

(«) Bxchacse chaU have Ix^ua.—No proceeding may be main- 
tained under this section unless ihe exchange Is dcurlbed In section 
lt7(a)(l) with rupect to which a decision of the Tax Court Is 
•ought has begun before the filing of the pleading. 

(«) Time for braiglnK action.—If the Secretary sends by eertl- 
Bed  or   reglste.-cd   mall  to  the   pcUtloners   referred   to  la   para- 
graph   (1)   notice of   his  determination  with  roapect  to  whether 
or not an exohtnge descrtbed in section 367(a)(1) Is In pursuance 
ot a plan having as one of Its prlarlpal purposes the avoldanco 

"    of Federal Income taxes or with respect to th<! terms and condi- 
tions putiuaat to which such an exchange will b« determined not 
to b« made la pursuance o( such a pUn. no proceeding uay be 
Initialed under this section by anr petitioner nnlrss the pleading 
la filed tefoM the Slot day after the if^ al'.rr sacli noUce la mailed 
to ouch petitioner. 

(e) CoramLvtourrs.—The chief Judge of the Tax Court may assign 
proceedings  under  this secUon  to  be  heard by tho cou-aluloncrs ot 
tho court,  sod  the court may auth..rlie a commlssliner to moke tho 
decision of t):e court vith respect to such procredlcg, :uuject to such 
conditions and review as the court may by rule provide. 
Added Pub.U 94-<!iS, Title X. t 104!(d)(l). Oct. t. 197(, «0 Stat. 16ST. 
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SSC. T4T8. DECLARATORY JUDOtESTS RELATtSC TO STATVS OF 
CERTMS GOVERSitESTAL OBUCATIOSS. 

"(a)    C?.s.iTiox   OF   REMEDY.—In.   a   case   of   actual   controierry 
InroUing— •      u- 

"{1) a determination by the Sfcretarj trhether prospective obliga- 
tions are described in section 103(a), or 

"(2) a Jailiire by the Secretary to make a dtterminalion icith 
respect to any matter referred to in paragraph (1), 

upon Ike filing of an avpropriate pleading, the Tax Court may make a 
declaration whether such prospective obligations are described in sect\on 
lOS(a). Any such declaration shall hace the force and eftct of a decision 
of the Tax Court and shnll be reneicable as such. 

"(4) Lt^ITdTtOKS.— ,        . • 
"(0 PLTITIOSEX.—A pleading may be filed vmUr this section 

only by the prospective issuer. 
"(2) ExH.ittSTtos or .iOui.yisTit.iTivB REUEDIES.—The court 

shall not issue a declaratory judgment or decree iind^r this »ct^un 
in any proceeding unless it determines that the petitioner has ex- 
hausted aU arailable aJministratice remedies u-ithin the Inlernal 
Revenue Service. A petitioner shall be deaned to hace ezKiiwled its 
administratice remedies u-ith respect to a failure of the Secretary to 
make a determinaiion u-ith ref.ptct to an issue of obligations at the- 
expiration of ISO days after the date on which the req^iest for such 
deUrminalion was made.if the p'.titioner has taken, in. a timely 
manner, all reasonable steps to secure such determination. 

"(3)   Tiyx roK Bxr.fai.vo .icrioir.—If the Secretary senils  by 
certified or registered mail notice of his determinaiion as defcnbei 
m subsection (a){l) to the petitioner, no proceeding may be initiated    • 
under this section unless Ike pleading « filed before the 01st day 
after the dale of suck mailing." 

(6) AuTno/trrr or TAX COUST TO .lis/o.r PsocsEDijfos TO CO ana.   . 
iVO.Y£JU.  

(i) /.v CSNEXAL.—Subsection (e) of section 71,56 (relating to com.   \ 
missioners of the Tax Court) is amended by adding at the end thereof   i 
IhefoUovring new sentence: "The chief judge may assign proceedings   ' 
under sections 7J,SS, 7476, 7477, and 747S to be heard Oy the com- 
missioners of the court, and the court may auikorize a commissioner . 
to make the decision of the court mlh respect to such proceedina 
subject to suck condilionj and review as the court may by niu 
proride." 

(2) TECH.SICAL AME.fDUE.ITS.— 
(^1) Section 7476 is amended by striking out jtubtection (e) 

and by redesignaling subsections (cQ and (e) as suiseclions (c) 
and (i), rtspecticely. 

(B) Section 7477 is amended by striking out subsection (e). 
(e) TEcnxic.tr. .lap Coyroxui.wa .Ijrfi.vD.vs.vrs.— 

(/) Paragraph (I) of section 74SS(b) (relating to cenue for appeal 
of decision of Tax Court) is amended— 

(A) by striking out "prodded in paragraph (3)" in para/jrapK 
(1) and inserting in lieu thereof "promtled in paragraphs (2) 
and (Sy, and i      n   f     ^ i 

(B) by adding at the end thereof the foUoxcing new paragraph: 
"(3)   DECZAX.iTORY JVT>Cy£ST ACTIOKS XELATI.fa TO   ST.ITUS Or 

CEXT.t/y aovEXSiiE.sT.iL OBL/O.»T;O.VJ.—In the case of any decision 
of the Tax Court in a proceeding under section 7473, sucA decision may 
only be revieu-ed by tke Court of Appeals for the District of Columbia." 

(2) The table of sections for part IV of subchapler C of chapter 78 
is amended by adding at the end thereof the following niuj item: 

"Sec. 7i78. Dedarnlory jvdgmtnia nlatinf to tiatus of certain gonm- 
mental obtiqatioru.'* 

(d) ErTECTtvE DATE.—The amendments made by this section  shall 
apply to reiuesls for determinations made after December 31, 1373. 
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Internal Revenue Service 
Index Number 0167.23-00 

Department of the Treasury 

Washington. OC 20224 

Hr. Robert: Dalenberg 
*Vice-PresidenC & General Counsel 
Pacific Telephone & Telegraph 

Company 
140 New Montgonsery Street: 
San Francisco, California 

94105 

Taxpayer 
State 
Commission 
Parent 

, Representative 
Decision X 

Person to Contact: 
A.L. Woodtnan 

Telephone Number: 
202-566-3392 

Reler Reply to: 
X:C:E:A:3 

Date* ._ 
0 8 JUNS73 

Pacific Telephone & Telegraph Co. 
California 
California Public Utility Commission 
American Telephone & Telegraph Co. 
Caplin & Drysdala 
87838, September 13, 1977 

Dear Mr. Dalenberg: 

This replies to your ruling request dated September 
29, 1977, as supplemented, the latest being dated May 
3, 1978, and filed on your behalf by your representatives 
concerning ymir company (taxpayer) . 

You request a ruling that should Decision No. X of the 
Commission, dated September 13, 1977, become final, will the 
taxpayer remain eligible for:  1) accelerated depreciation 
under section 167(1) of the Internal Revenue Code; 2) 
depreciation based on Class Lives Asset Depreciation Range 
fCLADR) system for post-1970 public utility property; 3) 
depreciation based on the Class Life (CL) system for pre- 
1971 public utility property (1968 and 1969 vintage 
accounts); and 4) the Investment tax credit? 

Taxpayer is a state corporation and is a subsidiary 
of Its parent, which has its principal place of business- 
at 195 Broadway, New York, New York 10007.  Taxpayer is 
subject to regulation by the Commission with respect to 
its intrastate rates and services.  It is a ir^mber of a 
group of affiliated corporations which files consolidated 
Federal income tax returns under section 1501 of the Code. 
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By letter dated December 22, 1977, you have formally 
requested that the issues be separated and the first three 
Issues answered first and the investment tax credit issue 
responded to at a later date.  Based on your request, we 
are replying to the first three issues in this ruling letter 
and will reply to the investment tax credit issue at a 
later date. 

Several state utilities, taxpayer not being one of them, 
elected accelerated depreciation•in the 1950's and chose 
Co establish a reserve on their books of account and for 
ratemaking purposes for the deferred taxes.  This was a 
normalization method of accounting. 

In 1960 the Commission determined that the flow-through 
method of accounting was to be used in setting rates for 
utilities using accelerated depreciation for tax purposes. 
Taxpayer did not elect the accelerated method of deprecia- 
tion, but chose to remain on the straight line method for 
tax purposes (until 1970) add in computing depreciation 
expense in its regulated books of account.  Thus, taxpayer 
used a straight line method of depreciation for both its 
regulated books of account and for tax purposes for its 
pre-1970 public utility property. 

Taxpayer made a timely election to claim depreciation 
under the CL system for its pre-1971 public utility property. 
Pursuant to section 1.167(a)-12(a)(4)(iii) of the Income Tax 
Regulations, the taxpayer has normalized, based on straight 
line depreciation, the difference between the longer book 
lives (to compute depreciation for book purposes) and the 
shorter CL system lives (to compute depreciation for actual 
tax purposes).  The deferred tax amount is placed in a 
reserve account that is deducted from the adjusted rate 
base in the computation of the t2ucpayez's cost of service for 
ratemaking purposes. 

Pursuant to the Tax Reform Act of 1969, the taxpayer 
made a timely election to use accelerated depreciation to 
compute depreciation expense for determining its Federal 
Income tax, beginning with its 1970 tax return and used 
the normalization method of accounting.  Therefore, taxpayer 
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Is using an acceleraced method o£ dep'reclaClon with respecC 
to Its posC-1969 public utility property.  As taxpayer was 
using the straight line oethod o£ depreciation, as provided 
under section 167(1)(1)(A) of the Code, for tax purposes 
on August 1, 1969, it was not eligible to use the flow- 
through method of accounting. 

Taxpayer has made a tlxnely election to use the CLAOR 
system for its 5>ost-1970 public utility property.  Pursuant 
to section l.l''"7(a)-llfb)(6) (11) of the regulations, the 
taxpayer has :  -mallzed the difference between the book 
lives (to com, :e depreciation for book purposes) and the 
lower limit ox che appropriate asset guideline range (to 
compute depreciation for actual tax purposes).  The deferred 
tax amount is placed in a reserve account that is deducted 
from the adjusted rate base in the computation of the tax- 
payer's cost of service for ratemaklng purposes. 

The Commission Issued a decision on November 6, 1968, 
concerning taxpayer, establishing rates by reducing tax- 
payer's tax expense for the test year 1967 as though it had 
used accelerated depreciation on its 1967 tax return.  By 
computing accelerated depreciation with flow-through, the 
Commission gave the ratepayers the benefit of a tax deferral 
which the taxpayer did not actually realize. With the tax- 
payer's announced use of accelerated depreciation the Com- 
mission issued an interim decision on November 24, 1970, 
holding that taxpayer's rates would be established to reflect 
its use of accelerated depreciation and the normalization 
method of accounting.  On June 22, 1971, the Comoilssion 
S anted a rate Increase to taxpayer based on the interim 

clsion. 

On November 26, 1971, the state Supreme Court annulled 
the interim decision of November 24, 1970, holding that the 
Coomisslon had erred in failing to consider lawful alterna- 
tives to normalization. The court ruled that Imputed 
accelerated depreciation with flow-through was a lawful alternative 
but remanded to the Commission for consideration of all alterna- 
tives, including normalization and any compromise between        I' 
normalization and imputed accelerated depreciation with flow-     I 
through.  The court then annulled the CooiDlssion's June 22,       I 
1971 decision and ordered the Commission to reinstate the        i 
rates established in che 1968 decision. On July 23, 1974, the 
Coomisslon issued a decision granting taxpayer a rate Increase    i 
based on accelerated depreciation with normalization.  The       I 
Conmission adopted normalization to preserve the taxpayer's 
eligibility for accelerated depreciation. 



316 

On December 12, 1975, the court annulled that part 
of the Commission's 197A order relating to the treatment 
of tax expense, resulting from Che use of accelerated 
depreciation, principally because the court disagreed 
with the Commission's conclusion that it had no regulatory 
authority to consider alternate methods of treating the 
accelerated depreciation. The court remanded for further 
proceeding relating to tax expense. 

Following additional hearings, the Commission issued 
Decision X on September 13, 1977.  This decision covers 
Che tax issues in three separate rate cases using test 
periods for:  1) calendar year 1973; 2) fiscal year 
7/1/74 - 6/30/75 and; 3) fiscal year 7/1/75 - 6/30/76. 
The Commission ordered the taxpayer to make refunds and 
annual reductions in rates with respect to these cases. 

It seems the Commission had the view that full flow- 
through of the tax deferral resulting from using accelerated 
depreciation was the proper and best ratemaking method, but 
could not consider it as the taxpayer was not eligible for 
this method of accounting, since taxpayer was using straight 
line depreciation on August 1, 1969. 

The Commission had previously taken Into account the 
reduced risk accompanying the election of the normalization 
method of accounting in determining taxpayer's rate of 
return. The Commission believed it would be unfair to 
reflect the reduced rate twice in the rate of return and, 
therefore, proposed an "average annual adjustment method." 
In its presentation of this method, the Commission has 
attempted to take into account section 1.167(l)-l(h)(6) of the 
regulations so as to allow the taxpayer to maintain the 
election of accelerated depreciation for tax purposes. 

Decision Ho. X states that the theory of the method 
is that because the increase in the deferred tax reserve is 
deducted from the rate base, the authorized rate of return 
on the smaller rate base produces less revenue. The smaller 
amount of net revenue will then produce less tax expense, 
since the taxable income will be decreased.  Essentially, 
the total of the reduction in net revenues and the decreased 
tax expense, together with the adjustment for uncollectibles, 
amounts to the total gross revenue reductions. 
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In setting rates the Commission's method uses the tax- 
?ayer's actual reserve for deferred taxes for the years 1973, 
974 and 1975, and estimated plant additions for the succeeding 

three years of each test year and computed the estimated reserve 
for deferred taxes for these years.  The simple average of the 
average annual reserve for deferred taxes for both pre-1970 
public utility property and post-1969 public utility property 
£or the four year period was deducted from the rate base, 
tlhat was adjusted for the test year depreciation reserve, but 
not for the additional estimated depreciation reserve for the 
succeeding three years. As this computed reserve for deferred 
taxes was larger than the test year figure, the subtraction 
of this amount from the rate base resulted in a rate base that 
vas less than the test year rate base. The taxpayer's authorized 
rate of return was then applied to the reduced rate base to 
compute the reduced net operating income.  This reduced net 
operating income was then substituted in the cost of service 
for the larger test year net operating income figure and 
certain net-to-gross multipliers were applied to the reduced 
net operating income to compute the reduced tax expense and 
reduced gross revenues. The reduced tax expense was then 
substituted in the cost of service for the larger test year 
tax expense for ratemaking purposes. Because of this lower 
overall cost of service for ratemaking purposes, the rates 
that taxpayer charged its customers are now subject to refund 
iand rate reduction. The Commission believes the taxes set 
aside in the deferred tax reserve shall never be paid and 
amounts to a tax savings rather than a tax deferral.  The 
depreciation expense, included in the cost of service, was 
left undisturbed. 

The Commission believes the normalization method of 
accounting does not approach the only sensible and realistic 
method of setting rates, that is, using the actual tax expense 
as the cost of service tax expense.  It believes their annual 
average adjustment adopted in its Decision No. X "is a more 
equitable and realistic method of normalization than the other 
proposals and the best available now." 
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Decision No. X scaCes thaC the'actual Federal tax 
expense bears no direct relation to the increase in 
deferred tax reserve, but fluctuates independently of it 
and cites an exhibit submitted by the taxpayer in a rate 
case.  It believes that the Code or regulations thereunder 
do not discuss the estimating process and believes that this 
method uses the same time period for estimating the reserve 
for deferred taxes and the tax expense for establishing cost 
of service for ratemaking purposes; and that section 1.167 
(l)-l(h)(6) of the regulations is satisfied and eligibility 
Is maintained for accelerated depreciation, CLADR system 
and the CL system. 

In reviewing the taxpayer's record in the proceedings. 
It came to the attention of the Commission that for the 1968 
and 1969 vintage plant additions no accelerated depreciation 
was ever reflected in taxpayer's rates.  In a previous 
application of taxpayer, imnuted flow-through was proposed 
for the 1968 and 1969 vintage accounts.  Decision No. X 
adopted this imputed flow-through for these years and used 
IC to determine tax expense in each of the three taxpayer's 
test year cost of services for ratemaking purposes to 
compute the reduction in rates and the amount of the refund. 

The taxpayer became concerned when the Commission's 
Decision Mo. X was issued and therefore requested the 
present ruling to determine whether the decision would 
Impair its eligibility for accelerated depreciation, use 
of CLADR system under section 1.167(a)-ll of the regulations 
and the CL system under section 1.167(a)-12.  If the 
decision becomes final and is inconsistent with the Code 
and regulations thereunder, taxpayer stated it will have 
enormous Federal tax obligations for both past and future 
years.  The request for this ruling is the result of the 
Cocmls'Sion's decision. . .. 

The taxpayer states it is following the normalization 
method of accounting in regard to accelerated depreciation 
under section 167(1) of the Code and adhering to the 
normalization of tax deferrals resulting from the use of 
shorter lives for tax purposes than are used for regulatory 
purposes to comply with section 1.167(a)-ll(b)(6)(11) of the 
regulations for post-1970 public utility property CLADR 
system and section 1.167(a)-12(a)(4)(ill) for pre-1971 
public utility property CL system. 
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IC Is the taxpayer's belle£ that the average annual 
adjustment method Is the same as Che method proposed by 
the Commission's staff several years ago and rejected 
by the Commission as being inconsistent with section 
167(1) of the Code and regulations thereunder. The tax- 
payer states that the simple average of the reserve for 
deferred taxes that Is excluded from the irate base is greater 
than the amount of the reserve for deferred taxes excluded 
from the test year rate base.  Therefore, the exclusion 
of a larger deferred tax reserve covering a different time 
period than the time period used in determining tax expense 
for cost of service purposes is precisely what section 
1.167(l)-l(h)(6) of the regulations prohibits. 

The taxpayer further states Chat when a computation 
Is made of net revenue reduction, it has a bearing on 
tax expense because of the necessary mathematical relaclon- 
shlp between after-tax net revenues and Federal income 
taxes.  The taxpayer believes the Commission's computation 
is not how the tax expense under section 1.167(l)-l(h)(6) 
(1) of the regulations should be computed, otherwise this 
section of the regulations would have no meaning as far as 
the amount of the reserve for deferred taxes to be deducted 
from the rate base is concerned.  The taxpayer believes the 
tax expense as computed under the average annual adjustment 
method does not represent actual or a proper estimated tax 
expense for the test year, any future year, or any average 
of these years. 

The taxpayer is also concerned about the Commission's 
use of Che actual reserve for defe:fred taxes being used 
for the calendar years 1973, 1974 and 197Js while using 
estimated figures for all other cost of service items, 
'including tax expense. The deferred tax reserve figures 
for each of the test years were substantially higher than 
the original estimated figures, as more property was 
placed in service than originally estimated. 

Should the Coomlsslon amend Its decision to eliminate 
the four-year forward averaging of the reserve for deferred 
taxes, the taxpayer states the deferred portion of normalized 
tax expense Included in the cost of service for each test 
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year would scill be equal to Che lower estimated figure, 
while the deferred portion of the normalized tax expense 
excluded from the rate base would be equal to the higher 
actual figure. Therefore, the taxpayer believes the 
amount credited to the reserve and excluded from the rate 
base should be based on the deferred portion of the tax 
expense as stated under sections 1.167(l)-l(h)(1)(i) and (ill) 
of the regulations. The taxpayer further states that if 
the larger actual amount of the reserve is excluded from 
Che rate base then the actual tax expense must be included 
in the cost of service for ratemaking purposes, otherwise 
the exclusion of the larger actual amount of the reserve for 
deferred taxes, without the use of the actual tax expense, 
would be in violation of section 1.167(l)-l(h)(6). 

In regard to the question of being eligible for the 
continued use of accelerated method of depreciation for its 
post-1969 public utility property when the Commission has 
ordered imputed flow-through treatment with respect to the 
taxpayer's 1968 and 1969 vintage accounts, taxpayer states 
chat it computes depreciation allowance for its 1968 and 
1969 vintage accounts for both its regulated books of account 
and tax purposes on the straight line method in accordance 
with section 167(1)(1)(A) of the Code. Also, the imputed 
flow-through method of accounting for the 1968 and 1969 
vintage accounts does not prevent the use of the accelerated 
methods of depreciation for its post-1969 public utility 
property. The taxpayer cites section 1.167(l)-l(d') (2)(li) 
of the regulations, and believes that the phrase, "with 
respect to the property" means the normalization requirements 
with respect to the property on which accelerated depreciation 
Is claimed.  The taxpayer believes the normalization method 
of accounting need not be followed for all property as a 
condition to using accelerated depreciation for post-1969 
public utility property. • . . 

In regard to the question of being eligible to continue 
the use of the CL system for pre-1971 property, the taxpayer 
states the Commission's treatment of the 1968 and 1969 
vintage accounts relates only to accelerated depreciation 
and does not reflect any adjustccent of the shorter lives 
for the property under the CL system than are being used in 
computing tax expense and depreciation expense in the cost 
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of service for raceroaklng purposes.  The taxpayer there- 
fore believes the Commission's imputed flow-through of 
accelerated depreciation for the 1968 and 1969 vintage 
accounts does not impair its eligibility to use the CL 
system with respect to these vintage accounts. 

Section 167(1)(1)(A) of the Code provides that in 
regard to pre-1970 public utility property, the term 
"reasonable allowance" means:  (1) a subsection (1) 
method or; (ii) the applicable 1968 method for such 
property. 

Section 167(1)(2)(B) of the Code provides that the 
taxpayer may use an accelerated method of depreciation 
if It uses a normalization method of accounting. 

Section 167(1)(3)(G) of the Code provides that to 
use a normalization method of accounting with respect to 
public utility property, the taxpayer must use the same 
method of depreciation to compute both its tax expense and 
depreciation expense for purposes of establishing its 
cost of service for ratemaklng purposes and for reflecting 
operating results in its regulated books of account.  It 
then has to use, for computation of its Federal Income tax 
liability, a method of depreciation other than that used 
for tax expense and depreciation expense and to make ad- 
justments to a reserve to reflect the deferral of taxes 
resulting from the use of these different methods of 
depreciation. 

Section 167(1)(3)(H) of the Code provides that to use 
a flow-through method of accounting with respect to any 
public utility property, the taxpayer must use the same 
method of depreciation, (other than a subsection (1) method), 
to compute its Federal income tax liability and to compute 
Its tax expense for purposes of reflecting operating results 
In its regulated books of account. 

Section 1.167(a)-ll(a)(1) of the regulations provides 
an optional election of an asset depreciation range and 
class life system for determining the reasonable allowance 
for depreciation of designated classes of assets placed 
In service after December 31, 1970, 
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Section 1.167 (a)-11(b)(6)(ii) of the regulations pro- 
vides that, for purpose of normalization, a taxpayer that 
has public utility property, for which no guideline life was 
prescribed in Rev. Proc. 62-21, shall use the period for 
depreciation for computing tax expense for ratemaking pur- 
poses and in its regulated books of account, that is the 
period for computing the depreciation expense for ratemaking 
purposes and for reflecting operating result in its regulated 
books of account.  The normalization method of accounting 
shall have the same definition as stated in sections 167 
(1)(3)<G) of the Code and 1.167(l)-l(h) . 

Section 1.167(a)-ll(b)(6)(iii) of the regulations 
provides that if a taxpayer falls to normalize the tax 
deferral, the election to apply this section to such pro- 
perty shall terminate as of the beginning of the taxable 
year for which the taxpayer fails to normalize the tax deferral. 

Section 1.167(a)-12(a) of the regulations provides an 
elective class life system for determining the reasonable 
allowance for depreciation of certain classes of assets 
for taxable years ending after December 31, 1970.  This 
applies to assets placed in service before January 1, 1971. 

Section 1.167(a)-12 (a)(4)(iii) of the regulations provides 
that, for purposes of normalization, a taxpayer that has public 
utility property, for which no guideline life was prescribed 
In Rev. Proc. 62-21, shall use the period for depreciation 
for computing tax expense for ratemaking purposes and in 
its regulated books of account, that is the period for com- 
puting the depreciation expense for ratemaking purposes 
and for reflecting operating results in its regulated books 
of account.  The normalization method of accounting shall 
have the same definition as stated in section 167(1}(3)(G) 
of the Code and section 1.167(l)-l(h). 

Section 1.167(a)-12(a)(4)(iii)(c) of the regulations 
provides that if a taxpayer fails to normalize the tax 
deferral, the election to apply the CL system shall ter- 
minate as of the beginning of the taxable year for which 
the taxpayer fails to normalize the tax deferral. 
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Section 1.167(1)-1(a)(1) of the regulations provides 
that the use of a method of depreciation other than a 
subsection (1) method (which includes the straight line 
method) is not prohibited by section 167(1) for any 
taxpayer if the taxpayer uses a normalization method of 
regulated accounting.  This section also states that the 
normalization method of accounting with respect to public 
utility property pertains only to the deferral of Federal 
Income tax liability resulting from the use of an accelerated 
method of depreciation for computing the allowance for deprecia- 
tion under section 167 of the Code and the use of straight 
line depreciation for computing tax expense and depreciation 
expense for purposes of establishing cost of service and for 
reflecting operating results in the regulated books of account. 
This section of the regulations also provides that under section 
1.167(l)-l(h)(6), the same time period is used to determine, 
for cost of service purposes, the amount of the deferred 
tax reserve resulting from the use of an accelerated method 
of depreciation and the reserve amount that may be excluded 
from the race base in determining the cost of service. 

Sectioh 1.167(1)-1(d)(2)(ii) of the regulations provides 
that under section 167(1)(2) of the Code, in the case of 
post-1969 public utility property, the term "reasonable 
allowance" means a subsection (1) method or a method of 
depreciation otherwise allowable under section section 167 
If with respect to the property the taxpayer uses a normaliza- 
tion method of regulated accounting. 

Section 1.167(l)-l(h)(1)(i) of the regulations describes 
the normalization method of accounting, such as was described 
taider section 167(1) (3) (G) of the Code. 

Section 1.167(1)-1(h)(2) of the regulations provides 
that when a taxpayer uses a normalization method of account- 
ing he must credit the amount of deferred Federal income 
tax to a reserve for deferred taxes. 

Section 1.167(1)-1(h)(4)(ii) of the regulations provides 
that where a taxpayer did not use the flow-through method 
of regulated accounting for its July 1969 regulated 
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accounting period or thereafter (including a taxpayer who 
uses a subsection (1) method to compute its depreciation 
under section 167(a) of the Code and to compute its tax 
expense for reflecting operating results in its regulated 
books  of account) it will be presumed that the taxpayer 
is using the same method of depreciation to compute both 
its tax expense and its depreciation expense for purposes 
of establishing its cost of service for ratemaking purposes 
with respect to its post-1969 public property. 

Section 1.167(l)-l(h)(6)(i) of the regulations provides 
that a taxpayer does not use a normalization method of 
regulated accounting if, for ratemaking purposes, the amount 
of the reserve for deferred taxes which is excluded from 
the rate base to which the taxpayer's rate of return is 
applied exceeds the amount of such reserves for deferred 
taxes for the period used in determining the -taxpayer's 
tax expense in computing the cost of service for ratemaking 
purposes. 

Section 1.167(1)-1(h)(6)(ii) of the regulations provides 
that the amount of reserve that may be excluded from the 
rate base when an historical period is used to determine 
depreciation for Federal income tax expense for ratemaking 
purposes, is the amount at the end of the historical period. 
When a future period is used to determine the amount to be 
excluded, then it is the amount at the beginning of the 
period and a pro rata portion of the amount of any pro- 
jected increase to be credited or decreased to' be charged 
to the account during the future period. If the amount 
of reserve to be excluded is to be made by reference to 
both an historical period and a future portion of a period, 
then the amount of the reserve to be excluded from the rate 
base for the whole period is the amount at the end of the 
historical portion of the period and a pro rata portion 
of the amount of any projected increase to be credited or 
decrease to be charged to the reserve account during the 
future portion of the period. 
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The Tax Reform Act of 1969 (1969-3 C.B. 423. 532) 
changed for tax purposes the method of treatment of accel- 
erated depreciation allowed regulated utilities.  Prior to 
this Act there were an increasing number of regulated 
utilities shifting from straight line depreciation to 
accelerated depreciation. At the same time regulatory 
agencies, which had previously permitted the tax deferrals 
to be normalized, tended to reauire the flowing-through 
to the customers of the tax deferrals resulting from the 
use of accelerated depreciation.  Later, several regulatory 
agencies imputed accelerated depreciation In determining the 
Federal tax expense of certain public utilities and flowed 
through the resultant fictional tax deferrals, even though 
the utility was using straight line depreciation and was 
paying the greater amount of Federal income tax resulting 
from the use of the straight line method of depreciation. 

Congress "froze" the situation as of August 1, 1969, 
regarding methods of depreciation by enacting section 167(1) 
of the Code. The 1969 Act applied the following rules for 
depreciation in the case of existing property. 

1. If straight line depreciation was being taken as 
of August 1. 1969, then no faster depreciation is permitted 
as Co that property. 

2. If the taxpayer was taking accelerated depreciation 
and was "normalizing" its deferred taxes, as of August 1, 
1969, then it must shift to the straight line method unless 
Ic continues to normalize as to that property. 

3. If the taxpayer was taking accelerated deprecia- 
tion and flowing through the benefits of the deferred taxes 
to its customers as of August 1, 1969, then the taxpayer 
would continue to do so, unless the appropriate regulatory 
agency permits a change to normalize as to that property. 

In the case of new property placed in service after 1969, 
If Che taxpayer was flowing-through to its customers the 
benefits of deferred taxes, Chen it would stay on accelerated 
depreciation and flow-through unless the regulatory agency 
permits it to change to normalization.  In all other cases 
accelerated depreciation is permitted only if the taxpayer 
normalizes the deferred taxes. The taxpayer is also permitted 
Co elect straight line depreciation as to this new property. 
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The quesclon presented whether the taxpayer will re- 
main eligible for:  (1) accelerated depreciation under 
section 167(1) of the Code; (2) depreciation based on the 
CLADR system for post-1970 public utility property; and 
(3) depreciation based on CL system for pre-1971 public 
utility property cannot be answered until it is determined 
whether the average annual adjustment method required 
by Che Commission is a proper normalization method of 
accounting as defined by section 1.167(l)-l(h)(1)(i) of 
the regulations. 

Under the Commission's average annual adjustment method, 
which takes into consideration both pre-1970 public utility 
property and post-1969 public utility property, the additional 
reserve for deferred taxes determined over the three years 
succeeding each test year was not computed by using the same 
method of depreciation as was used for the tax expense for 
purposes of establishing cost of service for rateraaking 
purposes.  The decreased tax expense that was substituted 
in the cost of service for ratemaking purposes was computed 
by applyiiig a net-to-gross multiplier to the recomputed net 
operating income. We believe this method of computing tax 
expense is in conflict with sections 1.167(l)-l(h)(1)(i) 
and 1.167(l)-l(h)(4)(ii) of the regulations and is not con- 
sidered a proper normalization method of accounting. . 

Further, the deduction from the rate base of the slmpla 
average of the test year and the succeeding three year 
estimated and actual reserve for deferred taxes for both 
pre-1970 public utility property and post-1969 public utility 
property, exceeds the permissible exclusion from the rate base 
as allowed under section 1.167(l)-l(h)(6)(i) of the regula- 
tions, described in section 1.167(l)-l(h)(6)(l-i) i and the 
examples set forth in section 1.167(l)-l(h)(6)(iv). 

The Commission established rates with respect to each 
of the three test years using actual deferred tax reserve 
figures for the years 1973, 1974 and 1975 to determine the 
amount of the exclusion from the rate base under its average 
annual adjustment method while all related factors were 
frozen at the estimated levels. We believe that the use o£ 
the actual deferred tax reserve in conjunction with the 
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estimated tax expense is Inconsistent with sections 1.167 
(l)-l(h)(l)(l), (111) and 1.167(l)-l(h)(2)(1) of the regula- 
tions.  Under these sections of the regulations the reserve 
for deferred taxes that is deducted from the adjusted rate 
base has to be the same deferred portion of the tax expense 
as described in these sections of the regulations.  If such 
consistency is absent, the exclusion of the actual reserve 
will be prohibited by section 1.167(l)-l(h)(6)(i). 

The election of the CIAOR system under section 1.167(a)- 
11(b)(6)(ii) of the regulations, pertaining to post-1970 
public utility property, and the continued elective use of 
this system are conditioned upon the taxpayer following the 
normalization method of accounting as provided under section 
167(1)(3)(G) of the Code and section 1.167(l)-l(h)(l)(i). 
We believe the reserve for deferred taxes that is determined 
over the test year and the succeeding three year period, and 
Includes the tax deferral as determined under section 1.167 
(a)-ll(b)(6)(iii) that is deducted from the rate base, exceeds 
the permissible exclusion from the rate base as allowed under 
section 1.167(l)-l(h)(6). 

The election of the CL system under section 1.167(a)-12 
(*)(^)(iii) of the regulations pertaining to pre-1971 public 
utility property, and the continued elective use of this 
system, is conditioned upon the taxpayer following the normaliza- 
tion method of accounting within the meaning of sectiqn 167 
(1)(3)(G) of the Code and section 1.167(l)-l(h)(1)(i). We 
believe the entire reserve for deferred taxes that is determined 
over the test year and the succeeding three year period, that 
also Includes the tax deferral as determined under section 
1.167(a)-12(a)(4)(iii) exceeds the permissible exclusion 
from the rate base as allowed under section 1.167(1)-1(h)(6). 

Failure to normalize properly the deferral of the tax 
expense as determined under section 1.167(a)-ll(b)(6)(ill) 
of the regulations pertaining to the elective use of the 
CLADR system, and under section 1.167(a)-12(a)(4)(ill) 
pertaining to the elective use the CL system, will result 
in the termination of the election of the CLADR system and 
the CL system at the beginning of the taxable year for which 
taxpayer fails to properly normalize the tax deferral. 
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There Is a question In regard to Che creatoienC o£ the 
Commission's imputed flow-through of the 1968 and 1969 
vintage plant additions to determine tstx expense for the 
three test years to establish the cost of service for rate- 
making purposes and whether such treatment conflicts with 
taxpayer's eligibility to use accelerated depreciation and 
the normalization method of accounting with respect to its 
fost-1969 public utility property.  The Tax Reform Act of 
969 recognized such a problem existed.  To remedy this 
trend to accelerated depreciation and flow-through whether 
imputed, or otherwise. Congress froze the situation as of 
August 1, 1969, regarding methods of depreciation by enacting 
section 167(1) of the Code.  Implementing regulations were 
published. Regardless of what went on before this date if 
the public utility used straight line depreciation for its 
pre-1970 public utility property, it would make a timely 
election to apply accelerated depreciation to its post-1969 
public utility property, provided it uses the normalization 
method of accounting.  The taxpayer in this case made a 
timely election to apply accelerated depreciation to his 
post-1969 public utility property in accordance with section 
167(1)(2)(B) of the Code and section 1.167(l)-l(d)(2)(ii) 
of the regulations.  The continued use of accelerated deprecia- 
tion is dependent upon the taxpayer following the normaliza- 
tion method of accounting as to its post-1969 nublic utility 
property and is not affected by the Commission s use of 
Imputed flow-through as to pre-1970 vintage plant additions. 

There also is a question in regard to the Commission's 
imputed flow-through of accelerated depreciation with respect 
to the 1968 and 1969 vintage plant additions affecting tax- 
payer's continued eligibility to use the CL system for these 
plant additions.  The use of the CL system under section 
1.167(a)-12(a)(4)(iii) of the regulations is only concerned 
with the normalization of the tax deferral resulting from the 
use of the shorter lives under this system.  The Commission's 
use of imputed flow-through for the 1968 and 1969 vintage 
plant additions does not affect the normalization of Che tax 
deferral under the CL system. . ' " ' 

A schedule submitted by the taxpayer, dated March 7, 
1978, showed chat its depreciation expense, Federal income 
tax expense (normalized), average rate base and average 
reserve for deferred taxes increased, along with the addition 
of plant facilities over a period of 5 years (1973-1977 
Inclusive). 
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We believe the Commission's average annual adJusCmanC 
nethod is a method to flow-through to the consumer in Che 
form of lower rates a part of Che reserve for deferred 
taxes.  This does not appear to be what Congress Intended 
by its enactment of section 167(1) of the Code.  The General 
Explanation of the Tax Reform Act of 1969 prepared by the 
staff of the Joint Committee on Internal Revenue Taxation 
states at 152 that the Act does not change the power of the 
regulatory agencies in the case of normalization to 
exclude the normalization reserve from the rate base upon 
which the agency computes the company's rate of return. 
Further, at 153, it states that taxpayer is not treated ea 
normalizing unless the entire deferral of taxes resulting 
from the difference between (a) the depreciation method 
used in the regulated books of account and (b) the accelerated 
depreciation method used on the return is normalized. 

The use of accelerated depreciation along with the 
normalization method of accounting results in a tax deferral 
and not a tax forgiveness.  Over the life of any given 
vintage property there Is no tax savings.  The excess of 
normalized tax allowance over the actual tax is charged to 
tax expense and credited to a reserve for deferred taxes. 
Subsequently, in later years when the actual tax expanse 
exceeds the tax expense calculated under the straignt line 
method, the excess of the actual tax over the normalized 
tax is credited to the actual tax expense thus increasing 
income subject to tax. The reserve for deferred taxes will 
be written off by equivalent debits. 

Accordingly, based on the facts as submitted, we ballava 
that the Commission's annual average adjustment method is 
not a proper normalization method of accounting as defined 
under section 1.167(l)-l(h)fl)(i) of the regulations.  There- 
fore, should the Commission s Decision No. X become final 
the taxpayer would no longer be eligible to use an accalaraCad 
method of depreciation to compute its Federal income tax 
liability, but would be reauired to use a straight line 
method of depreciation. Aoditlonally, the Commission's 
imputed flow-through of the 1968 and 1969 vintage plant 
additions will not be cause for the taxpayer being ineligible 
to use an accelerated method of depreciation along with the 
proper normalization method of accounting as Co its post-1969 
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public utility property. The taxpayer made a timely election 
to use an accelerated method of depreciation and the election 
is applicable only to its post-1969 public utility property. 

Should the Commission amend its Decision No. X to 
eliminate the simple averaging of the test year and the 
succeeding three years to compute the reserve for deferred 
taxes, we believe that It would then have to use either 
the estimated reserve for deferred taxes in conjunction 
with the estimated tax expense used for the purpose of 
establishing cost of service for ratemaking purposes, or 
It would have to use the actual reserve for deferred taxes 
in conjunction with the actual tax expense used for the 
purpose of establishing cost of service for ratemaking 
purposes.  A larger reserve deducted from the rate base 
without consistency In computing tax expense would not be 
considered to be a proper normalization method of accounting 
and would be in excess of the amount as permitted by the 
regulations.  Therefore, the taxpayer would no longer be 
eligible to use an accelerated method of depreciation to 
compute its Federal Income tax liability but would be 
required to use the straight line method of depreciation. 

Should the Commission's Decision Ho. X become final, 
we further believe that the amount of the reserve for deferred 
taxes that Includes the amount based on CLAOR system property 
and the Cl system property and that is deducted from the rate 
base would be in excess of the amount that is permissible 
under section 1.167(l)-l(h)(6) of the regulations.  There- 
fore, the taxpayer would not be considered to be using a 
? roper normalization method of accounting.  The failure to 
ollow properly the normalized method of accounting will 

result In the termination of the election of both the CLADR 
system and the CL system at the beginning of the taxable year 
for which taxpayer falls to normalize properly such tax deferral. 
Additionally, the imputed flow-through of the 1968 and 1969 
vintage plant additions will not affect the taxpayer's 
eligibility with respect to the use of the CL system for 
its pre-19/1 public utility property so long as it complies 
with the requirements of section 1.167(a)-l2(a)(4)(lll) of 
the regulations. 

Very truly yours, 

aoftre 
Chi4/f, ' . 
Engineering and Valuation Branch 
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Inlcrnal Revenue Service 

Index Number:     0046.01-00 

Department of Ihe Treasury 

Washington, OC 20224 

Mr. Robert Dalenberg 
Vice-Preslder.c & General 
Counsel 

Pacific Telephone & Telegraph 
Company 

•lAO New ^•ontgomery Street 
San Francisco, California 

94105 

Person lo Contact: 
A.L.  Woodman 
Telephone Numoer: 
202-566-3392 
Refer Reply to: 
T:C:E:A:3 
Dale: 

JUL27 iS73 

Taxpayer 
State 
Commission 
_Parent 
' Representative' 
Decision No. X. 

Pacific Telephone & Telegraph Co. 
California 
California Public Utility Commission 
American Telephone & Telegraph Co. 
Caplin & Drysdale 
87838. September 13, 1977 

Dear Mr. Dalenberg: 

This letter supplenents ours of June 8, 1978, in 
which we responded to your ruling request dated September 
29, 1977, as supplenented, and filed on your behalf by the 
representative of your company.     , 

Vou requested a ruling whether your company (the 
taxpayer) will remain eligible for:  (1) accelerated 
depreciation under section 167(1) of the Internal Revenue 
Code of 1954; (2) depreciation based on Class Lives Asset 
Depreciation Range (CLADR) system for post-1970 public 
utility property; (3) depreciation based on the Class 
Life (CL) system for pre-1971 public utility property 
(1968 and 1969 vintage accounts); and (4) the investment 
ta:< credit should Decision No. X of the Conmission be- 
come final. 

By letter dated December 22, 1977, you formally 
\ requested that the issues be separated and the first three 
""issues answered first and the investment tax credit issue 

- responded to at a later date. The reason for this '.-.•as _that 
'there were final regulations covering section 167(1) of 
the Code but there were no final regulations for section 
46(f).  Based en your request, we replied to the first 
three issues in our ruling letter of June 8, 1978, end 
are nov/ replying to the investment tax credit issue in 
this letter. 

"IMo dooumant say not bo 
U08d or oltod 03 pi-cco- 
dont.  Sootloa 6110(JJ(3). 
of the Internal Revenue 
Code." 



332 

There are no final regulations covering your invest- 
inent credit issue under section 46(f).of the Internal 
Revenue Code of 1954.  However, Rev. Proc. 72-3, 1972-1 
C.B. 698, sets out the conditions under which considera- 
tion will be given to the issuance of rulings in advance 
of the adoption of final regulations.  This procedure 
provides in part that if an inquiry presents an issue on 
which the answer seems to be clear from the application 
of the provisions of the statute to the facts described, 
a ruling will be issued in accordance with specific 
procedures.  This is considered to be such a ruling. 

Finding 3 of the Commission's Decision No. X pro- 
vides for a method of normalizing the tax deferral result- 
ing from the difference between computing Federal income 
taxes using" straight line depreciation expense used for 
ratemaking purposes and accelerated depreciation expense 
used for actual Federal income taxes.  Our letter of June 
8, 1978, dealt with this finding. 

Finding 4 of the Commission's Decision No. X pro- 
vides that the Cotaiission shall make an "adjustEcnt prior 
to the end of each calendar year (or as soon thereafter 
as possible) for the rates to be set beginning January 1 
of the next calendar year taking into account at that 
time the growth in the amount or investment tax credit 
estimated for the next immediate future calendar year as 
compared to the last year (or last preceding year), 
and recomputing Federal income tax expense and gross 
revenue requirements based on that new estimate for each 
year between rate cases.  The Commission contends that 
this method complies with the requirements of ratable 
(service life) flow-through selected by the utility under 
section 46(f)(2) of the Code. 

Finding 5 of the Commission's Decision No. X pro- 
vides that the methods described in Findings 3 and 4 
are an attempt to more accurately reflect in rates the 
abnormal growth in depreciation and investment credit 
taj: reserves compared to the other components of cost of 
service used in computing rates. 
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Finding 6 of the Connnission's Decision No. X 
provides chat the methods adopted in Decision Mo. X, 
as described in Findings 3 and 4, cociply with the mandate 
of the California Suprece Court as set forth in City 
of Los Angeles v. Public Utilities Coinnission (1975) 15 
C 3d 6S0. ^ 

Pacific has made a timely election to be governed 
by section 46(f)(2) of the Code in its accounting treat- 
ment of the investment tax credit for ratemaking purposes. 
Therefore, it is of vital concern to Pacific to know 
whether the specific ratecvaking treatsent ordered by 
Decision No. X is consistent with the requirements of 
section 46(f)(2) of the Code in order that the invest- 
ment tax credit not be disallowed should Decision No. X 
become final. 

You have explained that the ratemaking treatment of 
investment credit contained in the CoEnission's Decision 
No. X involve the following steps for each of the test 
years and subsequent years until the next rate case 
involving a new test year. 

First, tax expense in cost of service was reduced 
by ratable amounts of the aggregate investment credit 
that had been allowed for the years up through the test 
year.  The depreciation expense in cost of service included 
depreciation on the investment in the property that had 
generated the credit (without any reduction in the basis 
of the property by any portion of the credit) and the rate 
base also included such property investment (unreduced 
by the credit). 

Second, at the beginning of the year following the 
test year, the credit produced by additional investment 
in property for that coning year was determined.  (In 
the case of future years, these amounts were estimated.) 
Cost of service as determined for the test year was then 
'further reduced by a ratable amount of such credit; the 

. net revenue requirement for the year following the test 
•year was reduced dollar-for-dollar by that further reduc- 
tion in cost of service; and rates were reduced for such 
following year on the basis of the reduction in gross 

• revenue requirement determined by multiplying the net 
revenue requirement reduction by a net to gross multiplier. 
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Third, Che process described in the second step 
was repeated for each succeeding year vmtil the next 
rate case, which involved a new test year. 

As explained further, the significant features of 
these three steps from the standpoint of section 46(f)(2) 
of the Code arc the differences Setween the treatment of 
the credit for the test year in the first step and the 
treatment of the credit in the second and third steps for 
years following the test year.  In the first step, the 
only credit that was used to reduce cost of service was 
a ratable portion of the credit resulting from property 
investment that had been included (unreduced by the credit) 
both in rats base and in the basis from which the deprecia- 
tion expense in cost of service was determined.  There- 
fore, rate base was not reduced within the meaning of section 
46(f)(2)(B) by any portion of the allowable credit that 
was used to reduce cost of service under section 46(f)(2) 
(A).  Also,' cost of service was reduced under section 
A6(f)(2)(A) only by a ratable portion of the credit. 
Cost of service was not reduced further by reduced 
depreciation expense since the depreciation basis included 
the total investcent in the property (unreduced by the 
credit) that generated such credit. 

By contrast, in the second and third steps, you have 
explained that rates were recomputed for each coming year 
by the lone adjustment resulting from including a ratable 
portion of the coaling year's credit in the reduction of 
cost of service.  Although your net investment and deprecia- 
tion expense thereon were increasing in each year affected 
by-Decision No. X, no adjustment to rates was made to 
reflect the net increase in rate base, or the net increase 
to the basis used to determine depreciation expense, due 
to the investment in the qualified property that gave 
rise to the credit.  This net increase in investment was 
totally excluded in determining rate base and depreciation 
expense in each year following the test year.  Therefore, 
\you contend that there was, in effect, a further reduc- 
tion in rates through a reduction to rate base by reason 
.of the credit and a reduction to depreciation expense 
(as well as a reduction of tax expense by reason of the 
credit) in each such year. 
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Pacific is concerned that the treatmant of the 
credit for the years follov;ing the test years in the 
second and third steps does not conform to the require- 
ments of either subparagraph (A) or subparagraph (3) of 
section 46(f)(2) of the Code.  This concern arises because 
subparagraph (A) can be intorprfeted to mean that cost of 
service has been reduced by more than a ratable portion 
of the credit if, in addition to the reduction to cost 
of service by a ratable portion of the credit, depreciation 
expense has also been reduced because the property 
Investc^nt which produced the credit has not been used to 
reflect a net increase in the basis used to determine 
depreciation expense.  Additionally, Pacific is concerned 
because subparagraph (3) can be interpreted to mean that 
there has been a reduction to rate base by reason of the 
credit if the qualified property, which generated the credit 
used to determine the ratable reduction in cost of service 
under subparagraph (A), is not included in rate base 
to the extent such property represents a net increase in 
rate base. 

« 
Section A6(f)(2) of the Code provides that if the 

taxpayer makes an election under this paragraph within 
90 days after the date of the enactnent of this paragraph 
in the manner prescribed by the Secretary, section 46(f) 
(1) shall not apply, but no credit shall be allowed by 
section 38 with respect to any property described in 
section 50 which is public utility property of the tax- 
payer- - 

(A) --If the taxpayer's cost of service, for 
rateaaking purposes or in its regulated books 
of account, is reduced by core than a rat- 
able portion of the credit allowable by 
section 38, or 

(B) —If the base to which the taxpayer's rate 
of return for ratemaking purposes is applied 
is reduced by reason of any portion of the 
credit allowable by section 38. 
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Section 46(f)(6) of the Code provides that for 
purposes of determining ratable restorations to rate 
base under section 46(f)(1) and for purposes of detenain- 
Ing ratable portions under section 46(f)(2)(A), the period 
of time used in computing depreciation expense for pur- 
poses of reflecting operating results in the taxpayer's 
regulated books of account shall be used. 

Section 12.3(a) of the Temporary Income Tax Regula- 
tions provides that a public utility may make one of two 
elections under section 46(f) of the Code (section 46 
(f)(1) or (2)) with respect to the method of accoiaiting 
for the investment credit for public utility property for 
ratemaking purposes.  A public utility with public utility 
property to which section 167(1)(2)(C) applies has an 
additional option of a third election, section 46(f)(3). 
If an election under section 46(f)(1), (2), or (3) is 
made, It is irrevocable.  If no election is m.ade, section- 
46(f)(1) applies as if the taxpayer had elected to have 
the provisions of section 46(f)(1) apply. 

The language of section 46(f)(2) of the Code 
demonstrates the integrated nature of the conditions set 
forth in subparagraphs (A) and (B) that will result in the 
disallowance of che credit if not avoided.  In each 
subparagraph, the term "credit allowable" is used to 
describe that which may not be used to reduce cost of 
service faster than ratably as well as that which may not 
be used to reduce rate base in any manner.  Thus, sub- 
paragraph (B), in prohibiting a reduction in rate base 
by reason of any portion of the credit allov;able," and 
subparagraph (A), in limiting the reduction in cost of 
service to not more than "a ratable portion of the credit 
allowable," indicate that any credit, a ratable portion 
of which is used to reduce cost of service, must be in- 
cluded in rate base in order that there be no reduction 
in rate base as is required by subparagraph (B). 

\    Additionally, the following House and Senate Coranittee 
Reports clarify that compliance with both subparagraphs 
.(A) and (3) of section 46(f)(2) of the Code is to be 
determined by reference to "any accounting treatment" 
that can effect a reduction in cost of service or a re- 
duction in rate base. 
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The language of the Committee Reports is as follows: 

In determining whether or to what extent a 
credit reduces cost of service, i.e., has been 
flowed through to incoEe, reference is to be icade 
to any accounting treatment that can affect cost 
of service.  One usual method of flowing through 
the investment credit is to reduce the amount of 
Federal income tax taken into account.  Another 
method of flowing through the investment credit is 
to reduce, by the amount of the credit, the 
depreciable basis of the property on the regulated 
books of account. 

In determining whether or to what extent a 
credit has been used to reduce the rate base, re- 
ference is to be made to any accounting treatment 
that can affect the company's permitted profit on   '' 
investment....H.R. Rep. No. 92-533, 92nd Cong., 
Ist Sess., at 26 (1971); S. Rep. No. 92-437, 92d 
Cong., 1st Sess., at 39 (1971). 

With respect to the reduction in cost of service 
governed by section 46(f)(2)(A) of the'Code, the above 
Committee Reports note at least two methods by which 
cost of service can be reduced for ratemaking purposes: 
(1)  the usual method of reducing the Federal income tax 
element in cost of service, and (2) an alternative method 
of reducing the depreciation expense element in cost of 
service by not including the investment credit in deprecia- 
ble basis.  It follows, therefore, that the use of more 
than one method to reduce cost of service would cause an 
aggregate reduction that could exceed the "ratable portion 
or the credit allowable" that is permitted under section 
A6(f)(2)(A). 

Under the facts you have presented and our under- 
.standing of the ratemaking treatment of the investment 
"tax credit prescribed in the Commission's Decision No. 
X for the years subsequent to the test year, there could 
'be, in effect, a reduction in Pacific's cost of service 
for ratemaking purposes by more than a ratable portion 
of the credit and a reduction in its rate base by reason 
of a portion or all of the credit. 
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For the test year, under Decision No. X, tax expense 
in cost of service was reduced by ratable amounts of the 
aggregate investcient credit that had been allc-v-ed for 
the years up through the test-year.  Such treatnent would 
be consistent with the requirement of section 46(f)(2) 
(A) of the Code to avoid disallowance of the credit. The 
rate base included the qualified property investment 
(unreduced by the credit) that had generated the credit. 
Also, the depreciation expense in cost of service included 
depreciation on the qualified property investment (which 
had generated the credit) without any reduction in the 
depreciation basis of the property by any portion of the 
credit.  Such treatnent would be consistent with the 
requirement of section 46(f)(2)(B) that the rate base not 
be reduced by any portion of the credit allowable. 

For the annual adjustnent of rates after the test 
year, the application of Decision No. X requires an 
annual recalculation of the ratable portion of the invest- 
ment tsix credit (for reduction of the cost of service) to 
reflect anticipated investments in new property.  There 
is no indication that this annual adjustcent of rates (to 
reduce cost of service by a ratable portion of the credit 
allowable on anticipated new investments) also includes an 
adjustment to rate base, depreciation expense, or other 
cost of service factors to reflect the resulting net 
increase of anticipated new investments over retirements 
from the rate base and depreciation base. 

By not including an adjustment to rate base to reflect 
the net increase as a result of the anticipated new invest- 
ments, the rate base v/ill have been effectively reduced by 
reason of the credit generated by such new investxents. 
Therefore, the failure to adjust the rate base to reflect 
the net increase as a result of the anticipated new invest- 
ments would be in violation of section 46(f)(2)(3) of the 
Code because the rate base would be reduced by reason of 
the credit generated by the new investments.  Further, by 
using an accounting treatment that does not include an 
adjustnent to depreciation expense to reflect the net 
'increase in the depreciation base from anticipated new 
investments that generated a credit, the cost of service 
would be considered to have been further reduced by reason 
of the credit, in violation of section 46(f)(2)(A) and the 
intent of Congress expressed in the Conzittee Reports. 
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• Accordingly, should Decision No. X of the Consnission 
become a-final determination pursuant to section 46(f)(4), 
we believe Chat its application for the adjustment of rates 
in years subsequent to the test year would be inconsistent 
with the requirements of section 46(f)(2) of the Code and 
would result in Pacific's loss of eligibility for the 
investment tax credit under section 38. 

Yours very truly. 

l/)ilM 
John M. Holt 
Jirector, Corporation Tax 

Division 

•Ihis docvsian* ssT i^^ ** 
uaad or ai'.si'. oa ijs'ece- 
.doct.  Saotisa 9U0U)(3) 
Of tbs Laterndl Rsveaus 

Code." ."•* 
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REGULATORY   OCT 1 2 1977 
BEFORE THE  PU3LIC  WILITIES  COfttUSSIOM OF THE  SVATE  OF CALIFOIWIA 

In the matter of the Application of 
THE PACIFIC TELEPHONE AND TELEGRAPH 
COi-'J'ANlf, a corporation. Tor authority 
to Increase certain Intrastate rates 
and charges applicable to telephone 
Services furnished within the State 
of CallTomla. 

And Related Matters. 

(Re Tax Reserve Matters) 

Application 
No.   53587 

Application 
Application 

Case Ko 
Case Ho 
Case No 

Application 
Application 

Case No 
Case No 
Case No 

No.   51771 
No.   55211 
9503 

.  9802 
9332 

No.   51901 
No.  53935 

.  9100 
•  9501    . 

9578 

RESPONSE OF COIWISSION  STAFF 
TO MOTION OP  PACIFIC TELEPHONE  AND TELEGRAPH   COMPANY 
AND LETTER 0? GENERAL TELEPHONE  COiiPANY  OP CALIFORNIA 

SEEKING STAFF PARTICIPATION   IN   PROCEEDINGS 
BEFORE IKE  INTERMAL REVENUE SERVICE 

Faciric  by ootlon filed September 30,  1977>  seeks an order 

requiring Staff participation before  the IRS on Pacific's request 

for a ruling on eligibility.     General by letter dated Sapteaibe;^ 30, 

1977,  invites and encourages  such participation. 

The Staff oust oppose  these  requests: 

1.     Pacific's  and General's   Lack of Good Faith Efforts.   • 

Both Pacific and General are  inviting rulings  of inellgl- 

billty under the treatments adopted by D.87838.    This  is apparent 

when one revleus the documents  Included In their various  filings 

before this  Comnission.     Pacific's request  for a ruling states: 

"STATETCNT OF POSITION 

"Although  Pacific obviously desires  to retain  its 
•   • eligibility  for accelerated depreciation,  ADR,  the class 

life   system,  and  the  Investment credit,   it  believes  that 
the Decision clearly conflicts  with the  eligibility 
requlreaents for these tax benefits,  and it  cannot' in 
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good  ralCh  seek  rulings  that   the  Ceclslon   Is  consistent 
with  those  requirements.     Nonetheless,   It   Is  vitally 
Important   to  Pacific  and  Its  customers  that   the  tax 
effect  of  the  Decision  be  established before   it   Is  per- 
mitted  to  go  Into  effect."     (See  ps^e   6,  Coplln   letter, 
Ex.   A to  Pacific's notion of September  30,   1977-) 

General's request  states: 

"In General's view.  Decision No.  87838 would for 
.   these  reasons  require  more  than  a permissible  deduction 

of normalization reserve  from the rate base and General 
would not be permitted to use accelerated depreciation." 
(See page 9,  Coplln letter accompanying General's  letter 
of September 30,  1977.) 

"In General's view. Decision Mo.  87838 would thus 
require a more rapid than ratable reduction  In cost of 
service and an impermissible reduction In rate base and 
General would not be entitled to an investment tax credit 
In accordance with Its election under section  'l6(r)(2).'' 
(Id., page 15.) • 

"Since under Decision No.   87838 Imputed flow-through with 
respect  to 1969 vintage plant additions begins  In 1970. 
General will not be entitled to use class  lives  for such 
property for any year."     (Id., p.  18.) 

7be Staff cannot Join Pacific or General In seeking such a 
ruling of Inellglbility, since  It believes that  ellslblllty  is not 
Impaired under D.87838. 

2.     Neither Pacific nor the  Bell System has heretofore  deemed 
rulings  on  these questions  of eligibility  siTnlfleant. 

(a) When Pacific first  switched to accelerated depreciation 
In 1970,  It did not believe that  It was necessary to seek a ruling 
«s whether its accounting methods would affect eligibility.     (V.   4, 
Tr.  285-286.) .    . .     - 

(b) D.803'<7, August 8,  1972,  set  Pacific's new rates on 
flow-through after the annulment of D.78851.    Pacific did not  seek 
an IRS ruling as  to eligibility because in Pacific's view this wati 
not a "final deternlnation" under the statutes and regulations.     (V. 
1, Tr.   296;  V.  6, Tr.   l|63-46il: V.  8, Tr.   697-703.) 
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(c) D.83510. which raodiried D.03162. held that, 

"The Impact of normalization upon risk, and hence ' 
upon rate of return, was taken Into account in the Com- 
mission's deliberations and v/as one of the factors which 
caused us to reduce the equity return authorized for 
Pacific below that authorized for other California 
utilities of similar capital structure. The impact of 
normalization on Pacific's risk was not specifically 
discussed because it was not disputed; all parties, 
including Pacific, conceded that the authorization of 
normalization reduces risk below that which would other- 
wise result.  Ttiis uncontradlcted evidence was taken 
Into account in fixing rate of return."  (Sheets l-Si 
D.833510.) . 

It Is the position of Pacific ^and GeneraX that a rate of 

return adjustment can Impact eligibility (e.g., see Pacific's 

Opening Brief in A.53587, pages 24 et seq,). Mr. Nol^n,. the 

utilities' tax expert testified with respect to the-rate of return 

treatnsnt, vls-a-vls eligibility:  "I have some trouble with It." 

(V. 3, Tr. 262.)  Yet, Pacific did not believe that it was neces- 

sary to seek an ms ruling (V. 1, Tr. 356). 

(d) The Kew England Telephone and Telegraph Company has 

not sought a ruling either before or after a decision of the Maine 

Public Utilities Cozaisslon imputing flow-through and holding such 

treatment not inconsistent with Section 167.  (Hew England Telephone 

and Telegraph Company. June 10, 1977, P.O. #2213, 0. *3178, C. #129.) 

3.  Participation before the IRS at this time will not serve 

Justice. 

Pacific and General have elected to wait until this time 

to seek a ruling, although they have had the examiner's report and 

recommendation since January of this year.  Since D.87O38 is at this 

time subject to administrative and Judicial review, it may well be 

that no ruling would be forthcoming because the Conmilssion decision 

Is not "a final determination" within IRS requirements.  This very 

position has been taken by Pacific in the past.  (V. 4, Tr. 296; 

V^ 6, Tr. 163-161; V. 8, Tr. 697-703.) Rulings of the IRS nay take 

up to. a year to issue, or not Issue at all.  (V. 3, Tr. 253.) Thus, 

a resolution of this matter may be Indefinitely delayed by Pacific's 

and General's tactics. The Staff cannot In good faith condone this 

by becoming a participant. 
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H.     Pacific   refers  to paat  Staff participation beTore  the   IRS. 
The  reference  here   Is  to  the  Joinder by  California Water 

Service  Company with the Commission,  rather than  the Staff,  for a 
reversal of an earlier IRS ruling of general application.     The 
Comalsslon sought  the ruling and Joined the  utility  as a  taxpayer to 
comply with IRS requirements  for eligibility  for rulings.    Both  the 
Cooffllsslon and the utility  sought  the same  ruling,  not  opposite ones, 
aa is  the  situation herein.     (See V.   7, Tr.   620-622,   621-627;  V.  11, 
Tr.  $SH-g&6.)    Neither Pacific nor General is requesting a Joinder, 
as distinguished from "participation",  by the  Commission or the 
Staff to seek the same ruling.     Thus,  it is not  clear under IRS 
procedures, what status  the Commission or Staff would have  in any 
proceeding before the IRS,    In any event,  the position of the  Coo- 
Dlssion and Staff is  clear and it does not  appear that participation 
would be more than cumulative. 

If the Comoisslon is  to issue any  further order In this pro- 
ceeding,  it  should consider an order noting Pacific's  and General's 
lack of good faith,  the potential cost of such  lack of good faith, 
and providing that,  if Pacific  and General are  successful  in obtain- 
ing rulings of ineligibility,  0.87838 will be modified to impute 
full flow-through to them. 

Respectfully  submitted, 

/•/    TIMOTHY E.   THEACT 

Timothy E.   Treacy 
Staff Counsel 

Dated:    October 11, 1977 
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CERTIFICATc  OF SERVICE 

I hereby  certify  that  I have  this  day  served the   foreeolng 
document  upon  all known parties  of record  In this proceeding by 

• mailing by  first-class mall a copy  thereof properly  addressed to 
each such party. 

Dated:    San Francisco,  California 
October 11,  1977 

/s/    NIKKI  STAMATES 

'"'      Nlkkl Staraates 

o 
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